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THE STATUS OF LOCAL TELECOMMUNICATIONS
COMPETITION IN TENNESSEE
1997-1998

EXECUTIVE SUMMARY

In 1995, the Tennessee General Assembly revised the laws for regulating
telecommunications in Tennessee. A year later Congress re-wrote the Federal
telecommunications laws in the first major rewrite of Federal telecommunications laws
since 1934. Both the State and Federal acts introduced competition in local telephone
markets, called for reduced regulation, and directed the preservation of universal telephone
service. While the new laws establish the basic framework for achieving these goals, state

and federal regulators, like the TRA, must adopt rules and policies to implement this

framework.

This is the Tennessee Regulatory Authority's (TRA) second report to the Tennessee
General Assembly on the status of local telephone competition in Tennessee. The report
provides details on TRA actions since the implementation of the 1995
Telecommunications Act. Included are statistics on Competitive Local Exchange Carriers
(CLECs) and incumbent local exchange companies, as well as details on significant
decisions by the TRA and the impact of those decisions on the development of local

telephone competition in Tennessee.

Competitive Activity

For the first time since the passage of the 1995 Act, there is small but measurable
activity by facilities-based competitive providers in Tennessee. As of September 30, 1998,
fifteen (15) facilities-based competitors were offering local service to approximately
65,265 lines in Tennessee, primarily to business customers in the State's four (4) largest
metropolitan areas. This represents 2% of the total lines open to competition or about 7%

of the business lines open to competition. These companies have invested $170 million in
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equipment and facilities in Tennessee since 1995. In contrast, on December 31, 1996 only
six (6) facilities-based competitors were offering local telephone service in Tennessee,
serving 300 lines. In 1996, competitors had invested $56 million in equipment and
facilities. Twenty-three (23) resellers are also providing local service to 27,914 lines, 1%
of the lines open to competition. The majority of those lines are residential. Very little
competitive resale activity is taking place in rural areas. The TRA currently has eleven (11)

local telephone applications pending approval by the TRA.

The nation's three (3) largest long distance providers, AT&T, MCI/WorldCom and
Sprint, are certificated to provide local telecommunications in Tennessee, as are numerous
other national local providers such as NextLink, TCG, Intermedia and e.spire. At this time,
however, the participation of these three (3) long distance companies in local
telecommunications is limited. Also, the TRA's recent certification of the Chattanooga
Electric Power Board represents the first electric municipality certificated to provide local
telephone service in Tennessee. Chattanooga anticipates that it will begin offering
telephone services before the end of 1999. Also of significance is the recent approval of
Ben Lomand Communications as a CLEC to provide telephone service in Warren and
White counties. Ben Lomand Communications is an affiliate of Ben Lomand Telephone
Cooperative. This is the first application by a telephone cooperative or its affiliate to

compete in the local telephone market.

The Status of Competition

The development of competition for local telephone services in Tennessee has been
slowed by a number of factors. First, local telephone service requires more facilities and
more capital than long distance telephone service. Long distance networks reflect a $55
billion investment spanning 100,000 miles nationwide. The local telephone network
represents a $300 billion investment covering 4,000,000 miles. Also, the lack of activity
by the nation's largest cable television providers has caused competition to evolve slower
than many had anticipated. In 1995, the nation's largest cable providers were actively

developing business plans to enter the local telecommunications markets. However, by
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end of 1996, the cable providers had all but abandoned their telecommunications plans and

their present involvement in telecommunications is limited.

Competition has also been delayed by legal challenges to the telecommunications
acts, or to regulatory actions taken under the acts. TRA decisions on telephone directories,
directory assistance, classification of services, reciprocal compensation, the small company
exemption from competition and arbitration decisions have all been appealed and are
pending in various courts. FCC decisions on interconnection, unbundled network
elements, universal service and advanced services have also beern appealed. The FCC's
rules on interconnection and competition were overturned by the Eighth Circuit Court of
Appeals but recently reinstated, in part, by the United States Supreme Court. This is a
landmark decision that establishes the ground rules for interconnection with the Bell

Operating Companies and should have a great impact on the development of local

telephone competition in the nation.

One of the ways BellSouth has responded to the impending local telephone
competition is by offering special pricing arrangements to selected customers. These
arrangements, offered to large and medium-sized business customers, provide discounted
prices to customers who commit to continue using BellSouth's service for a specified
period of time, typically two to four years. BellSouth has offered 175 contract service
arrangements since 1995, raising concerns over the potential impact of these contracts on
the development of a competitive marketplace. A docket has been opened by the TRA to

study the impact of these contract service arrangements.

Slower than expected technological developments have also delayed the progress of
local telephone competition. Today, most facilities-based providers in Tennessee are
providing local telephone service using a combination of their own facilities and the
facilities of the incumbent providers. For cxample, competitors may purchase their own
switching equipment but rent loops (lines) from the incumbent local provider. The Federal
Telecom Act of 1996 requires the Bell Operating Companies to “unbundle” their networks

so that new providers can purchase network elements from the incumbent providers.
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Because it is not economically feasible to duplicate the local loop from the
telephone switch to the customer's premise, competing providers are currently leasing local
loops from the incumbent provider, its biggest competitor.' Competing providers are
investing billions of dollars to advance technologies such as wireless and coaxial cable to
compete with the “last mile” of the incumbents. AT&T, NextLink, Teligent and even
Microsoft have made significant investments in alternative loop technologies. Until
economically viable alternatives to the incumbents’ “last mile” are developed and working,

most industry experts contend that local telephone competition will not be able to flourish.

The billions of dollars being invested in local telecommunications technologies is a
positive sign that local telephone competition will emerge. Also, a number of electric
municipalities in Tennessee, like the Chattanooga Power Board, appear to be “gearing up”
to enter the telecommunications markets, another positive sign. The role that electric
companies will play in the evolution of local competition is unclear at this time, but their
embedded facilities and customer base suggest that electric companies will have a definite

impact on the emergence of local telecommunications competition.

TRA Decisions and Pending Proceedings

The role of telecommunications regulators has changed dramatically with the
passage of the acts. Implementation of the new laws has proven to be an arduous task.
Previously, the primary responsibility of the state’s telecommunications regulators was to
set prices based on financial forecasts. Today, the primary focus of regulators is the
implementation of the new laws to bring fair local telephone competition to the state of
Tennessee and to mediate disputes between competitors. Virtually every decision made by

the TRA considers state laws, federal laws, court decisions and the public interest.

Nineteen ninety-eight was the busiest year of the TRA's brief existence. The TRA
issued 314 orders, established 193 utility dockets, held hearings on 75 days and mediated

2,653 complaints, all exceeding the previous totals of the TRA’s predecessor, the Public

! This local loop is commonly referred to as the "last mile" to the customer's premises.

THE STATUS OF LOCAL COMPETITION IN TELECOMMUNICATIONS

vii



Service Commission. In addition, the TRA investigated 430 tariff filings, reviewed 69
interconnection and resale agreements and reviewed the applications of 161 resellers and

payphone providers.

It is the mission of the TRA to facilitate the development of fair competition in
Tennessee by balancing the interests of consumers and telecommunications providers. In
the past two years, the TRA has made decisions on wholesale discounts to competitors,
competitors' presence on telephone directories, "slamming" and "cramming,” unbundled
network elements and universal service; all of which are critical to achieving this mission.
Also, the educational discounts on telephone services required by the TRA have played a

vital role in providing Internet hook-ups to the state’s schools and libraries.

For multiple providers of telephone services to exist, there must be compatibility
between providers so that customers of the different providers may call each other. Both
the State and Federal telecommunications acts require all providers of telecommunications
to interconnect their facilities with the facilities of other carriers. As of December 31,
1998, the TRA has approved twenty (20) interconnection agreements between competing

carriers, four (4) of which were arbitrated by the TRA in accordance with the federal act.

One of the most significant TRA decisions concerned the small telephone
companies' exemption from competition. The Tennessee Act protects incumbent telephone
companies with less than 100,000 lines from local telephone competition unless the
incumbent elects to compete outside of its service area. In February 1998, Hyperion of
Tennessee, a competing provider, challenged that exemption by requesting permission
from the Authority to compete for customers in the area served by Tennessee Telephone
Company. Hyperion argued that the small company exemption constitutes a “barrier to
entry” in violation of the federal act. Hyperion relied upon the Federal Communications
Commission’s (FCC) recent preemption of similar laws in Texas and Wyoming. The TRA
found, however, that the small company exemption was essential to preserve universal

service and is consistent with the federal act. Hyperion's appeal of this decision is now

pending before the FCC.
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The 1995 Tennessee Telecommunications Act also allows incumbent telephone
companies to choose a new form of regulation, price regulation, for setting the prices of its
telephone services. This allows incumbents to set prices based on aggregate revenues
instead of a forecast of earnings as is done in traditional regulation. Under price
regulation, rates are set by the company subject to a cap on the revenues. The rates,

however, cannot be discriminatory or anti-competitive.

The Federal Telecommunications Act allows the regional Bell Operating
Companies (BOCs) to enter the interLATA long distance market once their networks are
open to competing providers. Since the divestiture of AT&T and the Bell System in 1984,
BellSouth and the other BOCs may only offer long distance within the LATA (local access
transport area). For example, BellSouth is permitted to provide long distance service
between Nashville and Cookeville (intraLATA) but not Nashville and Memphis
(interLATA). Thus far, the FCC has rejected all five (5) applications filed by BOCs to
enter the interLATA long distance markets. While no formal application has been filed
with the FCC by BellSouth for permission to enter the interLATA long distance market in
Tennessee, the TRA does have an ongoing docket currently containing approximately

40,000 pages of evidentiary records to review BellSouth’s compliance with the federal act.

Price Regulation

The three (3) largest incumbent local exchange companies in the state, BellSouth,
Sprint/United (a.k.a. United Telephone-Southeast) and Citizens, have elected price
regulation. Sprint/United and Citizens were approved for price regulation in 1995 and
1996 respectively. BellSouth’s application for price regulation was ultimately approved on
December 9, 1998 after appeals to the State Court of Appeals and the Tennessee Supreme
Court. The Authority's Order in this case can be found in Appendix B. The TRA' s latest

decision is still subject to further appeal.
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Price regulated companies are allowed to increase rates for one service while
decreasing rates for another as long as the aggregate revenues are not increased.? The rates
for basic services, however, are frozen for four (4) years from approval of the price
regulation plan. For example, in 1996 Sprint/United implemented a $.29 directory
assistance charge while reducing switched access charges to long distance companies.
After intervention by the Consumer Advocate Division of the Tennessee Attorney
General’s Office, an extensive hearing was held. The Authority found that the General
Assembly did not intend for directory assistance to be construed as a basic service in the
statute and that the $.29 directory assistance charge is permitted as a matter of law.
Nevertheless, the TRA increased the monthly free call allowance from the three calls
proposed by the company to six calls and exempted disabled persons from directory
assistance charges. In addition, persons over 65 years of age were exempted upon request.

Appeal of this decision is pending before the Tennessee Court of Appeals.®

Universal Service

Consistent with state and federal statutes, the TRA is addressing universal service
in Tennessee. Universal service is the provision of “residential Basic Local Exchange
Telephone Service at affordable rates” (T.C.A. § 65-5-207(a)). Encouraging competitors to

serve residential customers throughout the state without raising monthly telephone rates

? The price regulation statute classifies incumbent services as basic or non-basic services. Basic
services consist of an access line, dial tone, touch-tone and usage. Also included in basic service are Lifeline
and Link-Up services, federal subsidy programs, 911 service and educational discounts. All other services
are classified as non-basic including custom calling features such as Caller ID and three-way calling, long
distance service and operator surcharges. Prices for non-basic services are set as the company deems
appropriate subject to the limitations discussed above.

* In 1997, Sprint/United proposed increases to residential ISDN rates, call forwarding, and operator
assisted calls while reducing business ISDN rates and switched access charges to long distance companies.
After testimony and hearings on this matter, the Authority denied Sprint/United’s adjustment, finding that
residential ISDN is a basic service and that rates cannot be increased until the October 15, 1999 pursuant to
state statute. Currently, Sprint/United has a filing pending proposing increases to intraLATA long distance
rates in the Tri-cities area and northeast Tennessee , and increases to Caller ID and Call Forwarding services.
The company is proposing to offset these increases with reductions to the rates for dedicated private lines to
business customers and custom calling packages. The Consumer Advocate has intervened in this proceeding

but has agreed to allow Sprint/United to place the rates into effect subject to refund if not approved by the
TRA. A hearing on this filing is pending.
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may require a special fund to subsidize residential telephone service in high cost areas.
Tennessee’s Telecommunications Act gives the TRA the ability to consider such a fund,
while the federal act establishes a national mechanism under the FCC, but allows states to
establish their own system as well. Moving in parallel with national proceedings before

the FCC, the TRA has an open docket to consider universal service funding for non-rural

carriers.

Small and Minority-Owned Telecommunications Businesses

The Tennessee Act also requires telecommunications providers to submit annual
plans to the TRA for purchasing goods and services from small and minority-owned
telecommunications businesses and for providing technical assistance to such businesses.
The act also established a fund to provide for loan guarantees, technical assistance, and
consulting and education services for small and minority-owned telecommunications
businesses. In 1998, the TRA reviewed 344 plans and collected contributions to the fund.
The TRA also conducted a survey to determine the effectiveness of this program. Only
eleven (11) companies out of the thirty-nine (39) surveyed indicated that they awarded at
least one (1) contract to a small or minority-owned business during 1996 and 1997.
Nevertheless, companies such as BellSouth, AT&T, MCI and Sprint/United have well-
established programs for soliciting business from small and minority-owned businesses.
Small incumbent companies such as Loretto Telephone, Millington Telephone, United
Telephone and Ardmore telephone also appear to be making meaningful efforts to contract

services to small and minority-owned businesses.

Service Quality

Local telephone companies' complaints have increased by 10% since 1996, long
distance companies’ by 33% and resellers’ by 42%. The most common complaint against
long distance companies and resellers is "slamming," the unauthorized switching of a
consumer’s telephone service provider. Slamming complaints rose from 68 complaints in

1991 to 570 in 1998. In response, the TRA has stepped up its enforcement actions by
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issuing several show cause orders against long distance companies. The TRA has also

promulgated new rules addressing slamming.

The largest increase in consumer complaints against local telephone companies is
delays in the installation of new service. Some of the delays exceed 30 days for new
service installations. This complaint category has increased 77% since 1996. The
companies are actively working to reduce these delays. For example, BellSouth which had
315 of the 339 complaints in this category, is hiring over 100 new employees to address
this and other service related problems in Tennessee. The TRA will continue to closely

monitor this complaint category.

Finally, the exhaustion of telephone numbers led to the creation of two (2) new area
codes in the past (3) years, 423 in east Tennessee and 931 in middle Tennessee. Consistent
with the national trend, it is expected that east and middle Tennessee will need additional
area codes in 1999 and 2001, respectively.* While the explosion of services requiring
telephone numbers, beepers, wireless and Internet services, has affected the area code
situation, inefficient utilization of telephone numbers is the underlying problem of area
code exhaustion. Many telecommunications providers reserve large blocks of numbers for
future use. The TRA has established a task force to study number exhaustion and submit

recommendations on how to better utilize telephone numbers in Tennessee.

*In implementing the 423 and 931 area codes, the TRA concluded that requiring a portion of the
affected subscribers to change their area codes was the most feasible and popular alternative.
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II. INTRODUCTION

On June 6, 1995, Governor Sundquist signed the Tennessee General Assembly’s
Telecommunications Act of 1995 into law. This Act removed the statutory impediments to
the entry of competitors into the former monopoly local telephone service areas, allows
incumbent telephone companies to choose price regulation, permits special funding to
preserve universal service, and created a program to aid small and minority-owned
telecommunications businesses. As the law exempted small-company territories from the
entry requirements, the areas served by BellSouth and Sprint/United, a Sprint subsidiary,
were primarily affected. These two (2) companies serve 85% of the local telephone lines
in the state. By the end of 1995, 13 certificates for Competing Local Service Providers had
been approved. State law also requires the Tennessee Regulatory Authority (TRA) to
produce this report for the General Assembly every two (2) years.

Subsequently, President Clinton signed the Federal Telecommunications Act of
1996 on February 8, 1996. This act seeks to promote competition in telecommunications
markets nationwide. It provides for the resale of local telephone company services; for
setting the prices local companies charge competitors for connecting to their networks; for
preserving universal service as competition develops; and the conditions under which the
Bell Operating Companies, such as BellSouth, may provide interstate and intrastate long
distance services. It also forbids legal barriers from deterring entry into local
telecommunications markets. By carly 1997, the Federal Communications Commission
(FCC) had promulgated its rules on interconnection pricing, certain aspects of which were
appealed to the federal courts. Also, by this time, the Tennessee Regulatory Authority had

approved nine (9) interconnection agreements between BellSouth and potential competitors

in the local telephone markets.

By the end of 1998, fifteen (15) competitors were offering local service in
Tennessee, primarily to business customers in the urban areas. These companies have
invested $170 million in Tennessee since 1995. They serve about 2% of the total lines

open to competition or about 7% of the business lines open to competition. In addition,
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twenty-three (23) resellers are also providing local service. Although resellers serve only
about 1% of the lines open to competition, the majority of those lines are residential. Very

little of the competitive activity, however, is taking place in rural areas.

The development of competition in the local telephone market in Tennessee has
been slowed by legal challenges to the telecommunications acts, or by regulatory actions
implementing the acts, and by slower than expected technological developments.
Challenges to the FCC’s rules for setting interconnection prices, for example, were
appealed through the Appeals courts to the U. S. Supreme Court, while companies in Texas
have challenged parts of the federal act directly. A number of decisions by the TRA under
the Tennessee act also have been appealed to state courts. Finally, the development and
deployment of new cable television and wireless technologies for providing local telephone

services have occurred less rapidly than anticipated in 1995-96.

Nevertheless, the acts did prompt rapid growth in activity before the state’s
regulatory agency. Since 1995, rules for collecting the Small and Minority-Owned
Telecommunications Business fund contributions and for the certification of Competing
Telecommunications Services Providers were promulgated. Four (4) interconnection
agreements between competing carriers were arbitrated under the federal act and 21 have
been approved, along with 49 resale agreements. Proceedings on Universal Service and
Permanent Prices for Unbundled Network Elements are also in progress before the TRA.
Three (3) applications for price regulation were received and acted upon. Thirty (30)
certificates for Competing Telecommunications Services Providers have been reviewed

and approved, with eleven (11) more pending at the end of January 1999.

The remainder of this report reviews these and other significant occurrences in the

development of competition in Tennessee telephone markets. Specifically, the following

seven (7) subjects are discussed:

1. Compliance of market participants with Public Chapter 408.

2. Status of universal service in Tennessee.
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Availability of services and technological changes in the marketplace.
Federal telecommunications initiatives.
Compatibility between providers.

Service performance of providers.

N oo n AW

Telephone assistance program.

The report also contains appendices on incumbent local exchange companies and
their competitors, wireless telecommunications, providers of cable television and Internet

access, and local and long-distance resellers.

| LocalTelecommumcatmns Service Pf@é_rs_ ;

| ~ Certified Providers at Year End

| “Yéar:E’x;ding L ; m Local Resellers
1231995 12 0
12/31/96 = 18 6
AT . 23 28
s - 30 6

Table 2
L
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III. COMPLIANCE OF MARKET PARTICIPANTS WITH PUBLIC CHAPTER 408

This chapter addresses the major provisions of the Tennessee Telecommunications
Act of 1995 and how these provisions have been implemented and enforced by the
Tennessee Regulatory Authority. Included in this chapter are sections on certification of
competing providers, the status of local competition in Tennessee, significant TRA
decisions, price regulation and the Small and Minority-Owned Telecommunications

Business Assistance Program.

A. Certification Of Telecommunications Service Providers

T.C.A.§65-4-201 requires all telecommunications service providers to be
certificated by the TRA. Since passage of the 1995 Telecommunications Act, 29
certificates have been granted to companies wishing to provide local telecommunications
services. Nine (9) of these certificates were granted by the TRA during 1998. This section
of the report provides an overview of the types of competitors, and statistics on competing
providers in Tennessee including CLEC’s (facilities-based providers), resellers, and the

incumbent local exchange carriers.

Types of Local Telephone Competition

Three (3) forms of competition exists in Tennessee’s local telecommunications
market; 1) Resale; 2) Facilities-based and; 3) Combination of resale and facilities-based

services. New facilities-based providers are commonly referred to as competitive local

exchange carriers, or CLECs.

Under the resale method, competitors purchase an existing service from the
incumbent provider and resell the exact service to end-users. Resale is attractive to many
providers because it allows providers to enter the market with minimal investment. On the
other hand, because of fixed profit margins and the lack of pricing flexibility and service

offerings, this is not considered the optimal method of competing and many of the large

competitors shy away from resale.
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Facilities-based providers (CLECs) build their own networks to provide
competitive local exchange telephone service. CLECs typically require a substantial up-
front capital investment to provide local service. In addition, CLECs must obtain access to
rights-of-way in order to build facilities. However, once the facilities are in place the
potential profit margin is greater for CLECs than for resellers. Because of the capital

investment required, many CLECs first test the local markets as pure resellers before

building their own networks.

In Tennessee, CLECs are providing service either entirely over their own networks
or in combination with the networks of the incumbent providers. For example, CLECs
may purchase their own switching equipment but rent loop facilities, the wires running
from the switching equipment to the consumer, from the incumbent local provider. The
Federal Telecom Act requires the Bell Operating Companies to “unbundle” their networks

so that new providers can purchase network elements from the incumbent providers.

This “combination” approach has proven to be the most popular approach for new
competitors in the local telephone market. This method of competition, however, suffered
a setback in July 1997, when the Eighth Circuit Court of Appeals found that the Bell
Operating Companies do not have to offer combined network elements to the CLECS.
Instead, under the Eighth Circuit’s decision, the CLECs were required to purchase the

individual elements and combine the elements themselves.

0 Combm”*" on - Ccmpctttor uses a portion of own facﬂltzes :
and facﬂxtles of mcumbent_ to provide competitive service.

. Table3
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However, the Eighth Circuit's decision was recently overturned by the United States

Supreme Court and BOCs must now offer network combinations to competitors.

Statistics on Telecommunications Service Providers

As of September 30, 1998, there were 3.4 million telephone access lines in the
state. Of these lines, 3.1 million or 91% are served by companies subject to local
telephone competition.  The remaining 400,000 lines in the state are served by small
independent companies and telephone cooperatives who are currently exempt from
competition by state statute. Three percent (3%) or 93,000 of the lines subject to
competition are served by the competing providers, CLECs or resellers. This percentage is

consistent with the national average of competitive local telephone activity.

Company Accesslines ~ %ofTotal

Lines Sub'eci:ﬁtﬁlocnf C_’dm:‘ tition ,
 IncumbentCamriers 2998990 88%

Competitive Carriers: . .
- Resale Lines . oo oy

- Facilities-Based Lines 65267 | 2%

Incumbent Carriers o 1056 | 5%

Cooperatives 1271262 4%
Total L 3415089 - 100%
Dataas of October 31,1998 |

 Tabled
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Competitive Local Exchange Companies (CLECs)

CLEGs, the facilities-based providers, are serving 65,265 lines in the state (as of
September 30, 1998). This represents 2% of the total lines subject to local competition and
7% of the total business lines subject to competition. Virtually all of these lines are
business lines located in the metropolitan areas of the state. Business customers in
metropolitan areas are the lowest cost customers to service because they typically are in
densely populated locations close to the telephone company’s switching facilities (the

central office). Table 5 shows CLEC activity by county.

The TRA has certified thirty (30) CLECs to provide local telephone service in
Tennessee. At the end of 1998, fifteen (15) of these companies were actually providing
service in Tennessee, having invested $170 million in Tennessee facilities. This
investment equates to 7% of BellSouth’s net Tennessee investment. Table 8 includes a list
of all the CLECs certified by the TRA since the passage of the state’s 1995
Telecommunications Act. NextLink is the most active CLEC in Tennessee, serving more
customers and investing more in facilities than any other CLEC in the state. The TRA

currently has eleven (11) local telephone applications pending approval.

The nation's three (3) largest long distance providers, AT&T, MCI/WorldCom and
Sprint, are certificated to provide local telecommunications in Tennessee. At this time,
however, these three (3) companies are not active in Tennessee's local telecommunications
market. The TRA's recent certification of the Chattanooga FElectric Power Board is
significant in that it represents the first Tennessee electric municipality certifficated to
provide telephone service in Tennessee. Chattanooga Electric Power Board anticipates that

it will begin offering telephone services before the end of 1999.

Also of significance is the recent approval of Ben Lomand Communications as a
CLEC to provide telephone service in Warren and White counties. Ben Lomand

Communications is an affiliate of Ben Lomand Telephone Cooperative. This is the first
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application by a telephone cooperative or its affiliate to compete in the local telephone

market.

Davidson
 Shelby

 Includes Wﬂhamson, Rutherford, Sumner,
~_ Blount, Montgomery Cheatham, Maury and
 Wilson As of 10/31/98 ' |

Table 5

Resellers

Sixty-three (63) local resellers have also been certified by the TRA. Twenty-three
(23) of these companies are currently reselling local services in Tennessee. These twenty-
three resellers are serving 27,916 lines (1%) in the state. Local resale is the only area
where there is activity in the residential markets. As of September 30, 1998, Resellers

were providing service to 17,879 residential lines. CommSouth and Tel-link are the most

active local resellers in the state.

Incumbent Local Exchange Companies

Tennessee has twenty-seven (27) incumbent local exchange companies in the state,
nine (9) of which are telephone cooperatives. BellSouth is the largest incumbent provider
in the state, serving 78% of the total lines. Sprint/United, serving upper east Tennessee, is

the second largest incumbent serving 7% of the total lines in the state. Detailed statistical
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data on incumbent providers' revenues, access lines and customers can be found in

Appendix C.

,:-5;5:om:;:_i:etltlve Local Exchanv;ie Camers ( CLECs)

¢ Thlrty CLECs Certlﬁed to Operate in Tennessee Eleven
| Apphcatlons Currently Pending.

O Fifteen CLECs Currently Offering Local Service i in TN.

¢ CLECs Servmg 2% of the Total lmes Avallable to
Competlters

¢ CLECS Servmg 7% ef the Business Lines Available to
- Competltors

¢ Vlrtually all CLEC Customers are Busmess Customers
- in Urban Areas -

O CLECs Have Invested $170 Mllhon to Provzde
| »Telephone Services in Tennessee Since 1995.

O Nexthk 1s the Most Actlve CLEC in Tennessee and
~ has Made the Largest Investment.

0 TRA has Approved 20 Interconnection Agreements
Between CLECs and Incumbent Providers (four of those
agreements arbitrated by the TRA).

- Table 6
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Since passage of the 1995 Telecommunications Act, BellSouth’s access lines have
grown an average of 3.9% per year, while local revenues have grown by 6.4% annually.
However, as shown in Table 7, the access line and revenue growth in 1998, while still
growing, appears to have tapered off in comparison with the three (3) previous years. In
fact, since July 1997, BellSouth’s business lines as reported to the TRA, have declined by
6,000.

The fact that BellSouth’s local revenues are growing more rapidly than its access
lines indicates that customers are using more services such as custom calling features (Call
Waiting, Caller 1.D., Three-Way Calling, etc....). In addition, BellSouth’s net investment
has remained flat since 1995, suggesting that BellSouth is serving these new customers

using its embedded investment without significant additional investment.

- _,,Incnmbent Telephone Statnstxcs: ;
BellSouth Tennessee Operations -
~ 1995-1998
 hly  July  July  July
: 1}-5'13995;.1996 1997 1998
Access Lines: Business  73% 83% S8% -2.2%
~ Residence 3.5% 34% 34% 3.6%
~Total Revenues (Cumbine&)-' - 43% 54% 715% 2.7% .
- IntraLATA Revenue 55% 82% 7.6% 46%
' Operatmg Expenses (Cambmed) ¥ . 39% 06% -7.0% 33%
- GrossTNInvestment - . 4% 36% 5.1% 52%
NetTNInvestment 35% 09% 06% 04%

Note: Smce July 1997 BeilSouth’s business hnes have Qggﬁgi by 6 000 lines.
Y Represents growth over previous 12 months
¥ Excludes deprecmtmn and income taxes

* As reported by Be]lSouth S
Table 7
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Compames Certzﬁcated in Tennessee to Offer
 “Facilities-Based” Local Telephone Service

o (CLECs)
Angroved” o o
AT&T** o €.Spire** NextLink**
- ATS of Tennessee = GTE** SouthEast
~ BellSouthBSE ~ Hyperion** Sprint
Blue Star o ICGE - TCG**
- Brooks Fiber** ~ Intermedia** Teligent
"BTI . LCI** - Time Warner**
Chattanooga Power Board Level 3 US LEC**
Citizens Logix US West
Comm. Dep’ot MCI/WorldCom** WinStar**
~ DeltaCom - New South**
Digital Tel.
Pending .
ALEC Helicon NA Comm.
Ben Lomand Hyperion Network Plus
BellSouthBSE =~ Interpath PV Tel

Dakota =~  Load Point

**Currently promdmg local telephone service in Tennessee.

- Table 8
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B. The Status Of Local Competition In Tennessee

For the first time since the passage of the 1995 act, there is small but measurable
activity by facilities-based competitive providers in Tennessee. At this time, however,
there is virtually no activity by facilities-based providers in the rural areas or residential
markets. The CLECs appear to be finding market niches to compete with the incumbents.
For example, many large telecommunications users are subscribing to CLEC services as a
back-up to their incumbent services, providing redundancy in their operations. In addition,

certain CLECs are offering only high speed data services and not voice services.

Local telephone competition has not evolved as rapidly as many have forecasted in
the three (3) years since the passage of the federal act. However, we must not discount the
fact that BellSouth has been a monopoly provider of local telephone services in Tennessee
since 1920 and that this transition to a competitive marketplace will take time. Also, local
telephone service requires more facilities and more capital than long distance telephone
service. While the pace at which competition will evolve is uncertain, the billions of
dollars being invested in networks by potential competitors such as AT&T, NextLink,
Sprint, Teligent, MCI/WorldCom and Microsoft nationwide is a positive sign. Also, the
state's larger municipal electric companies, like the Chattanooga Power Board appear to be
“gearing up” to enter the telecommunications markets which is another positive sign. The
role that electric companies will play in the evolution of local competition is not clear at

this time, but their embedded facility and customer base seems to make for a logical

convergence.

The evolution to a competitive market has been slowed by court battles. Many
major decisions by state and federal regulators have been appealed. In fact, the large
number of decisions on appeal is a major reason that the federal telecom act has not been
fully implemented. TRA decisions on telephone directories, directory assistance, price
regulation, classification of services, reciprocal compensation, the small company
exemption from competition and arbitration decisions have all been appealed and are

pending in various courts. FCC decisions on interconnection, unbundled network
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elements, universal service and advanced services have also been appealed. The FCC's
rules on interconnection and competition were overturned by the Eighth Circuit Court of
Appeals but recently reinstated, in part, by the United States Supreme Court. This is a
landmark decision that establishes the ground rules for interconnection with the Bell
Operating Companies and should have a great impact on the development of local

telephone competition in the nation.

One of the ways that BellSouth has responded to the impending local telephone
competition is by offering special pricing arrangements to selected customers. These
arrangements, offered to large and medium sized business customers, provide discounted
prices to customers who commit to continue using BellSouth's service for a specified
period of time, typically two to four years. Since 1995, BellSouth has offered 175 contract
service arrangements to Tennessee business customers. The TRA has expressed concern
over binding these customers to long term contracts and the potential impact on the
development of a competition marketplace. A docket has been opened by the TRA to

study the impact of these contract service arrangements. *
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Status of Local Com e’v‘f,:tion:

¢ Slgmﬁaant CLEC actmty in the urban, business market

Virtually no act1v1ty in the rural or residential markets.

0 jCLECs are finding market mches

= Data services - ADSL
‘ '- Back-up networks
- Denseiy populated areas

Some maj()l‘ players who are not presently actively maﬁcetmg local
telephone service appear to be “geanng up” for market entry.

- AT&T ;
- MCYWorldCom
= Microsoft
- Sprint -
- Tehgent
The role of electnc compames (including municipals) is not yet known.
The Federal Telecom Act has not been fully implemented.

 The evolution to a competitive market has been slowed by court
battles and slower than expected technological advances.

Table 9
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C. Significant TRA Decisions

role of telecommunications regulators, such as the TRA, has changed dramatically with the
eénactment of the above legislation. Previously, the primary responsibility of the state’s
telecommunications regulators was to examine financial forecasts and set prices based on
those forecasts. Today, the primary focus of regulators is to implement the provisions of
the revised telecommunications acts, to bring fair local telephone competition to the state
of Tennessee, and to arbitrate disputes between competitors. Implementation of the new

laws has proven to be an arduous task. Virtually every decision made by the TRA requires

public interest.

It is the mission of the TRA to facilitate the development of fair competition in
Tennessee by balancing the interests of consumers and telecommunications providers.
This section discusses how the TRA has proceeded to achieve that mission through its

decisions of the past two years.

Wholesale Discounts

The Federal Telecom Act requires incumbent local exchange carriers to offer
service “to resellers at wholeéale rates.” On January 17, 1997, the TRA ordered
incumbent providers BellSouth and Sprint/United to offer all of their loca] services to
certified resellers at a wholesale discount. This discount is based on the “avoidable costs”
of the incumbent provider (i.e., the savings realized by the incumbent provider of not
providing the service to the end user). For example, when BellSouth provides service to a
reseller, who in turn resells the service to the end users, BellSouth saves on marketing and

customer service costs. BellSouth’s wholesale discount is 16% if BellSouth provides
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operator services such as directory assistance, and 21.5% if the reseller provides its own

operator services.

Challenge to Small Company Exemption From Local Competition

Tennessee statute prohibits competitors from entering the local markets of
incumbent providers with fewer than 100,000 lines “unless such company voluntarily
enters into an interconnection agreement with a competing telecommunications service
provider, or unless such incumbent local exchange telephone company applies for a
certificate to provide telecommunications services in an area outside its service area
existing on June 6, 1995” (T.C.A. §65-4-201(d)). This provision essentially exempts the
small telephone companies of the state from local telephone competition unless the small
incumbent company elects to compete outside its service area. As a result, only three (3)
incumbent companies are subject to local competition: BellSouth, Sprint/United and
Citizens Telecom. BellSouth and Sprint/United both serve more than 100,000 lines, while
Citizens, with only 96,000 access lines, has elected to compete outside of its incumbent
service area thereby forfeiting its exemption. These three (3) companies serve 88% of the

access lines in the state.

In February 1998, Hyperion of Tennessee, a competing provider, requested
permission from the Authority to serve customers in the incumbent area of Tennessee
Telephone Company, an incumbent provider owned by TDS Telecom serving only 60,000
lines in the state. Hyperion argued that the small company exemption constitutes a “barrier
to entry” in violation of Section 253 of the federal act and that the FCC preempted similar
laws in Texas and Wyoming. The TRA found, however, that the small company
exemption was essential to preserve universal service and is consistent with the federal act.
This decision was appealed to the FCC where a decision is pending. The Authority’s order

in this matter can be found on Appendix J.
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Competitive Rules

The TRA promulgated rules for local telecommunications providers that became
effective on June 15, 1998 (Rule Chapter 1220-4-8). The provisions of these rules cover:
1) application and certification procedures for Competing Telecommunications Services
Providers; 2) transfers and abandonments of these certificates; 3) inspection fees; 4) tariff
and pricing rules for competing companies; 5) procedures for consumer and anti-
competitive complaints, and other violations of state law; and 6) enhanced 911 emergency

services.

Unbundled Network Elements

The federal act requires Bell Operating Companies to make their networks
available to competitors and to separately price the individual components of their
networks so that competitors only have to purchase the portion of the network needed. For
example, a competitor may have its own switch and only need to buy the loop from

BellSouth. The federal act requires BellSouth to unbundle the switch from the loop.

The TRA has an ongoing docket to establish prices for unbundled network
elements. At present, two (2) weeks of hearings have been held on this matter. On June
30, 1998, the Authority ruled on 19 issues involving the cost methodology and

assumptions to be used in calculating the cost of the network elements. Additional

decisions are forthcoming.

Universal Service Fund

Both the Tennessee Telecommunications Act and the Federal Telecommunications
Act call for support mechanisms to preserve universal telephone service. The federal act
expands universal service beyond access to traditional telephone service. The federal act
also calls for elimination of implicit rate subsidies, and provides financial assistance for

Internet access to schools, libraries and health care facilities.
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The TRA is currently involved in proceedings to define what universal service
includes, how much it will cost to provide and how it will be funded. On March 24, 1998,
the TRA issued its first ruling on the creation of an intrastate universal service fund. In
that decision, the Authority ruled on 52 issues and sub-issues which define universal
service and the parameters for identifying subsidies in existing rates. Additional decisions

on universal service including rate re-balancing and access charge reform are forthcoming.

Dialing Parity and Number Portability

The Federal Telecom Act requires all telecommunications carriers to provide its
competitors with the same dialing arrangements as it provides its own customers. For
example, if BellSouth customers can complete a call dialing seven digits, BellSouth must
also configure its facilities so that competitors purchasing service from BellSouth have the
ability for its customers to complete that same call by dialing seven digits instead of using
an access code (1-800 or 10xxx). The TRA has previously approved dialing parity plans
for Citizens and Sprint/United, and on February 8, 1999, BellSouth’s dialing parity plan

was approved by the TRA for immediate implementation.

The federal act also requires all providers to implement number portability.
Number portability allows a customer to change companies without changing telephone
numbers. Interim number portability is currently in place and the TRA is working with the
industry to establish the priority listing of telephone offices to be upgraded to provide

permanent number portability throughout the state.

Telephone Directories

It is the responsibility of the incumbent provider to include directory listings of the
customers of competing providers in the telephone directories it publishes. Competing
providers have also requested a presence on the cover of the directories. On September 23,
1997, after an evidentiary hearing, the TRA ordered BellSouth to include the names of
competing providers on the cover of the white pages directories. This decision was

appealed by BellSouth to the State Court of Appeals where a decision is pending.
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Subsequent to the Authority’s initial ruling on telephone directories, NextLink filed
a complaint with the TRA contending that BellSouth would not place its name and logo on
the cover of the 1999 Nashville White Pages. BellSouth argued that the TRA’s previous
decision did not apply to NextLink. On October 15, 1998, the Authority ordered BellSouth
to include NextLink’s name and logo on the cover of the 1999 Nashville directory.
BellSouth has also appealed this decision.

BellSouth Entry Into InterLATA Long Distance Market

The federal act allows the regional Bell Operating Companies (BOCs) to enter the
interLATA long distance market once their networks are open to competing providers.
Since the divestiture of AT&T and the Bell System in 1984, BellSouth and the other BOCs
may only offer long distance within the LATA (local access transport area). For example,
BellSouth can provide long distance service between Nashville and Cookeville
(intraLATA) but not Nashville and Memphis (interLATA). Thus far, the FCC has rejected
all five (5) applications filed by BOCs to enter the interLATA long distance markets.
While no formal application has been filed with the FCC by BellSouth for permission to
enter the interLATA long distance market in Tennessee, the TRA does have an ongoing
docket currently containing approximately 40,000 pages of evidentiary records to review

BellSouth’s compliance with the federal act.

New Area Codes in Tennessee

Tennessee, like other states, is witnessing an unprecedented demand on area codes,
A review of the increase in the nationwide demand for area codes is insightful. In 1991,
three (3) new area codes were implemented nationwide, compared to 37 new area codes for
1997. Our state has had to wrestle with implementing two (2) new area codes (423 for East
Tennessee and 931 for Middle Tennessee) over the past three (3) years. And relief does
not appear to be in sight. It is expected that East and Middle Tennessee will have to have
an additional area code during 1999 and 2001, respectively. The FCC has given authority

to the TRA to implement area code relief in Tennessee.
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While the explosion of new services requiring telephone numbers, beepers, cellular
and PCS wireless services and the demand for additional telephone lines to connect to the
Internet has affected the area code situation, another important factor in this issue is the
advent of new competitive local providers requesting telephone central office codes. The
problem of area code exhaustion is not a shortage of telephone numbers, but rather a
shortage of telephone central office codes. A central office code is the three (3) digits of a
telephone number following the area code and is used to provide, among other things,
location routing for calls. Providers request central office codes when they decide to enter
a particular market. Each code contains 10,000 individual telephone numbers whether or
not the company needs this many numbers. This means that a telecommunications
provider can be assigned a code for Nashville and only provide service to 50 customers
while tying up an additional 9,950 telephone numbers. Under the present system, no other
company can use these 9,950 telephone numbers. This inefficient utilization of telephone
numbers is the underlying problem with the area code exhaustion. The TRA has
established a task force to study this problem and submit recommendations on how to
better utilize central office codes in Tennessee. This report is due during the second

quarter of 1999,

The changing of telephone numbers is a lose-lose proposition for consumers.
Whenever an area code change takes place, consumers must either change their telephone
numbers or dial additional digits to complete local calls. The new competitive paradigm in
telecommunications must have a new method of allotting central office codes in order to

ensure a smooth transition from the monopoly paradigm.

Administrative Rules

The adoption of administrative rules is one method by which the Tennessee
Regulatory Authority implements state law. Put another way, administrative rules puts

flesh and blood onto the laws passed by the General Assembly and signed by the governor.
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Since 1996, the TRA has either adopted or promulgated three (3) different sets of
administrative rules. These rules deal with a wide range of issues from outlining the basic
requirements for local telephone competition to regulations designed to prevent the
unauthorized switching of a consumer’s long distance service provider, sometimes referred

to as “slamming.”

Slamming and Cramming Rules

The 100th Tennessee General Assembly passed Public Chapter 709 in its second
session. This statute addresses the problem of "slamming," the unauthorized changing of a
consumer’s long distance service provider. This Public Chapter, among other things,
doubled the fine to $100 per day per offense for companies found guilty of slamming and

directed the TRA to establish rules and regulations to implement the chapter.

On December 2, 1997, the TRA initiated a rulemaking docket for the purpose of
revising its anti-slamming rules. A total of six (6) companies, including the Attorney
General’s Consumer Advocate Division participated in the hearing. The TRA approved
slamming rules on December 17, 1998 and forwarded them to the State Attorney General

for review. Additional discussion on slamming is found later in this Report.

Public Chapter 709 also addressed the problem of billing for unauthorized services
on a consumer’s telephone bill, sometimes referred to as “cramming.” This Public Chapter
prohibited the placing of charges on a telephone bill without the permission of the
consumer and, like the slamming rules, doubled the fine to $100 per day per offense for
companies found guilty of cramming and directed the TRA to establish rules and

regulations to implement the chapter.

Educational Discounts

The Authority has issued two (2) rulings over the past two (2) years to assist in
providing affordable Internet access to Tennessee's schools and libraries. The TRA's

September 18, 1997, order certified to the FCC that Tennessee is providing discounted
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telephone services to schools and libraries, thus making all of Tennessee's schools and

libraries eligible for federal funding for Internet hook-ups. Then on March 24, 1998, the

TRA issued a finding that allows schools and libraries to receive both federal and
state discounts for Internet hookups. This coupled with the intense efforts of the
Department of Education ensures that Tennessee's students have access to this valuable

learning tool.

D. Price Regulation

The 1995 Tennessee Telecommunications Act permits incumbent telephone
companies to choose a new form of regulation called “price regulation” for setting the price
of its telephone services. Price regulation allows incumbents to set prices based on
aggregate revenues instead of setting prices based on a forecast of the companies earnings
and a fair rate of return, as is done with traditional rate of return regulation. Under price

regulation, rates are set by the company, unless found to be discriminatory or anti-

competitive.

Upon entering price regulation, the statute requires the TRA to conduct an “audit”
to determine if the applicant’s earnings fall within the range of reasonableness previously
established under rate of return regulation. If the earnings fall within this range, then the
rates existing on June 6, 1995, become the initial rates on which the price regulation plan is
based. If the earnings are above the range, then a contested proceeding is initiated to
establish the initial rates for the price regulation plan. If the earnings are below the range,
the incumbent telephone company may request the Authority to initiate a contested
proceeding. In the contested proceeding, “to determine a fair rate of return on the
company’s rate base using the actual intrastate operating revenues, expenses, rate base and

capital structure as audited by the Authority” (T.C.A. § 65-5-209(c)).

The three (3) largest incumbent local exchange telephone companies in the state,
BellSouth, Sprint/United and Citizens have elected price regulation. Sprint/United and

Citizens were approved for price regulation in 1995 and 1996 respectively. BellSouth’s
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price regulation application was ultimately approved on December 9, 1998, after the PSC's
original decision was appealed to the State Court of Appeals and the Tennessee Supreme
Court.®> The TRA’s decision has been appealed.

Annual price changcs' lmntcd by aggrcgaic revenue cap

. Cap based on mﬂauon rate in pxwwus year

. ﬂnly aggregate revenuesare regulated 37 
' ,Under tate of return regnlatmn, pri set by regulamrs aﬁer hearmg.,

v :Un&er price regulation, prices sét bry?
an "-oompcum or barred by statute.

- T able I 0

: -.<>j e

The price regulation statute classifies the incumbent’s services as basic and non-
basic services. Basic services consist of an access line, dial tone, touch-tone and usage.
Also included in basic service are Lifeline and Link-Up services, federal subsidy programs,
911 service and educational discounts. All other services are classified in the non-basic
category. Non-basic services include custom calling features such as Caller ID and three-

way calling, long distance service and operator surcharges.

Under price regulation, prices are set by the company. The statute does, however,
include restrictions on the price adjustments permitted. For example, the aggregate
revenue generated by the prices cannot exceed the aggregate revenue cap, prices for basic
services and call waiting cannot be increased for four years from the date the price
regulation plan becomes effective. Also, the amount of annual rate increases to basic
residential service (after the four-year freeze) and interconnection services are capped
under the statute. Other than the aggregate cap, prices for non-basic services are set as the

company deems appropriate as long as they are not anti-competitive or discriminatory.

* TRA order included in Appendix B.
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As previously indicated, BellSouth was placed under price regulation in 1998 after
lengthy court battles. BellSouth’s original price regulation application was filed on June
20, 1995 and approved by the Tennessee Public Service Commission on January 23, 1996,
after finding that BellSouth’s earnings exceed a fair rate of return and requiring BellSouth
to reduce its rates by 56.3 million dollars. BellSouth subsequently appealed this decision
to the Tennessee Court of Appeals contending that the PSC incorrectly conducted the audit
required by T.C.A. § 65-5-209. The PSC’s audit made adjustments to BellSouth’s
earnings for “out of period items, abnormal and unusual expenses and known changes” to
reflect an estimate of what BellSouth’s earnings would have been on a going forward basis.

A stay of the PSC’s decision was ordered by the Court of Appeals on February 27, 1996.

The Court of Appeals issued its decision on October 1, 1997, finding that the audit
prepared by the PSC exceeded its authority under the statute and that if the PSC had not
made improper adjustments BellSouth’s earnings would have been within the range. The
Court of Appeals remanded the case to the TRA to place BellSouth under price regulation.
BellSouth, however, petitioned the Court of Appeals for a rehearing for the purpose of
asking the Court to fix the effective date of the price regulation plan as March 1, 1996.
The Court of Appeals denied this petition on November 19, 1997, finding that it was the

responsibility of the administrative agency to fix the effective date.

Then, on January 20, 1998, the TRA and the Attorney General’s Consumer
Advocate Division filed an application for permission to appeal with the Tennessee
Supreme Court of Appeals. The Supreme Court denied the application on June 15, 1998,
and on June 29, 1998, the Court of Appeals issued its mandate to the TRA.

After this final mandate, the Authority received legal briefs from the parties on how
the Authority should proceed. On October 27, 1998, consistent with the Court of Appeals
mandate, the Authority placed BellSouth under price regulation effective October 1, 1995,
However, the price freeze on basic residential and call waiting services will not expire until

December 1, 2002. The TRA’s Order in this proceeding can be found in Appendix B.
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Price regulated companies are allowed to increase rates for one service while
decreasing rates for another as long as the aggregate revenues are not increased. For
example, in 1996, Sprint/United implemented a $.29 directory assistance charge while
reducing switched access charges to long distance companies. After intervention by the
Consumer Advocate Division of the Tennessee Attorney General’s Office, an extensive
hearing was held. The Authority found that the General Assembly did not intend for
directory assistance to be construed as a basic service in the statute and that the $.29
directory assistance charge is permitted as a matter of law. Nevertheless, the TRA
increased the monthly free call allowance from the three (3) calls proposed by the company
to six (6) calls and exempted disabled persons from directory assistance charges. In
addition, persons over 65 years of age were exempted upon request. Appeal of this

decision is pending before the Tennessee Court of Appeals.

In 1997, Sprint/United proposed increases to residential ISDN rates, call
forwarding, and operator assisted calls while reducing business ISDN rates and switched
access charges to long distance companies. After testimony and hearings on this matter,
the Authority denied Sprint/United’s adjustment, finding that residential ISDN is a basic
service and that Sprint/United’s rates for this service cannot be increased until the October

15, 1999, pursuant to state statute.

Sprint/United currently has a filing pending proposing increases to intraL ATA long
distance rates in the Tri-cities area and northeast Tennessee, and increases to Caller ID and
Call Forwarding services. The company is proposing to offset these increases with
reductions to the rates for dedicated private lines to business customers and custom calling
packages. The Consumer Advocate has intervened in this proceeding, but has agreed to

allow Sprint/United to place the rates into effect subject to refund if not approved by the
TRA. A hearing on this filing is pending.
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SIGNIFICANT DECISIONS SINCE THE PASSAGE OF THE TENNESSEE

TELECOMMUNICATIONS ACT OF 1995

1995
: R ¢ Four campanics arc granted authority
i Sprint/United & BellSouth file for Price Regulation. £RiGA0ME T 5 under the state statute 1o provide
1 61920095 8124795 he sate tatule & -
: : PSC finds that Tormessee universal servioe
¢ Sprint/United’s petition to enter into price regulation is fumd is not needed at this time, doeto
approved. - 10/15/95 12/19/95 lack of ition.
1996 . .
PSC promulgates rules establishing Small & Minority 1/02/96 123/9 PSC approves BellSouth’s petition to
Telecommunications Business Assistance Program. : enter into price regulation, after reducing
: rates by $56.3 miilion. Appealed by
BeliSouth.
Federal Telecommunications Act of 1996 signed into law. : :'08"1 06 0O Tennessee Court of Appeals stays the
2 : 22196 PSC’s Order of January 23, while
considering BellSouth’s appeal.
PSC approves Interconnection Agreements
Citi Tel ’s petition to enter into price regulation is . between BellSouth and three Competitive
. L 4/12/96 6/28/96 Telophone Compamics.
Tennessec Regulatory Autherity {TRA) 7101/96 I1H9% AT&T files petition with TRA for
commences operations. ; arbitration of its  interconnection
: agreement with BellSouth.
{ MCI files petition with TRA for arbitration of its Sprint files petition with TRA for
Interconnection agreement with BellSouth. i 6196 arbitration of its  Interconmection
; 8!1 o 9120196 agreement with BellSouth.
TRA grants Sprint/United authority fo provide interl ATA & TRA issues its First Order of Arbitration
tong distance services. e Awards in the AT&T, MCI and BeliSouth
- 11712/96 11/25/%¢ I cction ot Establis
proxy rates for network elements.
Table 11
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SIGNIFICANT DECISIONS SINCE THE PASSAGE OF THE TENNESSEE

T ELECOMM UNICA TIONS ACT OF 1995

TRA establishes wholesale discounts that Be!lS(mthmd fs TRA approves Sprint/United’s interL AT A toll dialing parity
Sprint/United must offer to local service reseliers. /17897 4/15/97 plan. This atlows customers of Sprint/United to choose an
intraLATA long distance carrier.
: TRA approves the price regulation indexing formula in G TRA finds that as a matter of law, Sprint/United can begin
¢ accordance with T.C.A. § 65-5-209. sanior 5/20/97 charging for Directory Assistance. A monthly call allowance
G of six free calls per customer is approved. This decision was
subsequently appealed by Sprint/United and the Consumer
Advocate. The Court of Appeals Decision is pending.
TRA approves tariff by Sprint/United to offer collocation TRA approves Citizens Telecom’s IntralLATA Equal Access
{ to competing carriers. 7129197 8/05/97 Implementation Plan. This plan allows customers of Citizens
B Telecom to choose their provider of intralLATA long distance
' service.
As permitted under the FCC’s deregulation of payphone | TRA finds that BellSouth must allow competing
rates, the rate of a payphone call is increased from $.25 to | 9/Q1/97 9/23/97 telecommunications providers to have their company’s name
i 8.3S. on the cover of the white page directory. Appealed by
BeliSouth. Decision is pendmg.
; G 1998 . ~ o
T TRA  denies petmonofﬂypenonof"f'enneuee a TRA issues its first ruling on the creation of an intrastate
competitive local exchange company, challenging T.C.A. § universal service fund. The Authority rules on 52 issucs and
65-4- 201 which protects small incumbent telephone i 3/10/08 3/34/98 sub-issues that define universal services and the parameters
. c from competition. Hyperion later appealed this for identifying implicit subsidies.
; decmon to the FCC where it is pendmg
In a camplamt fited by Brooks Flber a compehtxve local
exchange carrier, the TRA orders BellSouth to pay Brooks TRA promulgates Local Telecommunications Competition
Fiber interconncction fees on calls made by BellSouth | :6/02/98 6/15/98 Rules as required by T.C.A. § 654-124
¢ customers to Intemnet service providers served by Brooks are approved.
Fiber. BellSouth appeals this decision to Federal Court
where a decision is pendmg
TheTRArulesonSpnm/Umwd’ssecondAxmaance The Authority issues its first decision in the docket created to
Cap Adjustment. The Authority denics Sprint/United’s | 6/30/98 6/30/98 cstablish cost bascd ratcs for unbundicd network clements as
request to increase residential ISDN rates. TRA finds that : % required by the Federal Telecom Act. The Order addresses
ISDN is a basic service that is frozen uatil October 1999 in 19 issues involving the cost methodology and assumptions to
accordance with T.C.A. § 65-5-209. be used in calculating the oost of wmbundled network
clements.
TRA opens a docket to study the competitive impact of o TRA grants BellSouth Enterprises (BSE), an affiliate of
contract service arrangements filed by BellSouth 7/07/98 9/15//98 BeliSouth  Telecommunications,  authority to  offer
mtral. ATA services, as permitted by law, in areas outside of
the service area of BellSouth Telecommunications.
TRA orders BellSouth to include Nextiink’s name on the EE Sprini/United files its third anmual price regulation
cover of the white page directory for Nashville. BellSouth :  10/15/98 168/15/58 adjustmert.  Its proposal includes rate increases for
has appealed this decision. : intraLATA long distance and custom calling featwres. A
hearing and decisian by the Authority is pending.
. Subsequent to the Tennessee Sup Courts decision not In a status conference conducted by the TRA, the parties
to hear the appeal of the decision by the Court of Appeals : stipulate that BellSouth meets 3 of the 14 checklist items
; on the BetiSouth price regulation petition, the TRA places 102798 11/17/98 outlined in Section 271 of the Federal Telecom Act required
BellSouth under price regulation effective October 1, : for BellSouth to provide intsATA long distance services.
1995, The remaining checklist items arc under review by the
Authority.
The TRA conducts a show cause proceeding to determine if i+ 7 - S TheAmhmtyrewsesmmIesmmposcs:gmﬁcantpemlnes
Minimum Rate Pricing, a reseller with 132 slamming ;| 11/24/98 1217/98 panies that fraudulently ch.ange a consumers long
complaints filed against them, should be fined and lose its dxsunce carrier or bill for services not requested by
certification. A decision is pending. customers (Slammin§ and cramming).
Table 11
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E. Small And Minority-Owned Business Plans

T.C.A § 65-5-212 requires telecommunications service providers to provide the
TRA with their plans to purchase goods and services from small and minority-owned
telecommunications businesses. Each plan is reviewed by the TRA when a company
makes its request for certification. The compahies are also required to submit information
on existing programs designed to furnish technical assistance to small and minority-owned

telecommunications businesses.

The statute defines a small and minority-owned business as “a business which is
solely owned, or at least 51% of the assets or outstanding stock of which is owned, by an
individual who personally manages and controls the daily operations of such businesses,
and who is impeded from normal entry into the economic mainstream because of race,

religion, sex, or national origin, and such businesses have an annual gross receipts of less

than four million dollars.”

The TRA has conducted an evaluation of the Small and Minority-Owned Business

Plans of telecommunications providers. Below is our review:

1. Evaluation of Small and Minority-Owned Business Plans of Telecommunications
Service Providers in Tennessee

T.C.A. § 65-5-212 requires each telecommunications service provider to file with
the TRA a small and minority-owned telecommunications business plan (hereafter referred
to as the “Plan’;). The Plans were to be filed with the Authority by August 6, 1995, for
existing telecommunications companies and at the time of application for a certificate for

new telecommunications providers.

The purpose of the statute is to ensure that no group is excluded from participating
in the telecommunications sector because of race, religion, sex or national origin. The
statute requires the Plans to describe how the provider intends to purchase goods and

services from small and minority-owned telecommunications businesses and provide
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information on technical assistance programs available to these businesses. The statute

defines a small business as one with annual gross receipts of less than four million dollars

($4,000,000).

In an attempt to evaluate the effectiveness of the companies’ Plans,
telecommunications companies required to file small and minority-owed plans under TCA

§ 65-5-212 were sent a survey asking the following questions:

1. Identify the contract opportunities that exist with your company
for small and minority-owned telecommunications companies.

2. Does your company maintain a list of small and minority-
owned telecommunications businesses that are eligible for
opportunities with your company?

3. What methods does your company employ to identify small and
minority-owned businesses?

4. What methods does your company use to notify small and
minority-owned businesses of opportunities within your
company?

5. What is your company’s projected dollar amount of contracts to
small and minority-owned businesses for 19972

6. Provide a list of the actual number and the dollar amount of
small and minority-owned business contracts your company
entered into during 1996 and 1997.

7. Describe any programs in which your company provided
technical assistance to small and minority-owned businesses
during 1996. Also, provide the number of times the programs
were utilized during 1996 and 1997.

8. Provide the name and address of the company official
responsible for the implementation of the Small and Minority-
Owned Business Participation Plan.
Of the thirty-eight (38) companies sent surveys, seventeen (17) were incumbent
local exchange carriers (“ILECs™), five were interexchange carriers (“IXCs”) and the
remaining sixteen (16) were competing local exchange carriers (CLECs). The surveys

were mailed on August 1, 1997, and a follow-up reminder was sent out on September 29,
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1997, to those companies that failed to respond. At the present time, only one (1) company

has failed to respond to the survey.

Seven (7) companies responded that they had not taken any steps to implement

their small and minority-owned business plans because of delays in beginning business in

Tennessee. Below is a list of the companies that responded and those that did not respond:

Companies Responding to Survey

Sprint Communications Company LP
Loretto Telephone Company
Citizens Telecom

DeltaCom, Inc.

Time Warner Communications
AT&T Communications

Winstar Wireless of Tennessee
Sprint/United

LDDS WorldCom

BellSouth Telecommunications
CenturyTel of Claiborne

CenturyTel of Ooltewah-Collegedale
ATS of Tennessee Inc.

Intermedia Communications Inc.

Brooks Fiber Communications of Tennessee.

ICG Telecom Group Inc.
Metropolitan Fiber Systems of TN
Millington Telephone Company
Southeast Telephone LP

Companies Not Responding to Survey

Hyperion of Tennessee Inc.

Tennessee Telephone
Concord Telephone

Tellico Telephone
Humphreys County Telephone
CenturyTel of Adamsville
Peoples Telephone

Crockett Telephone

West TN Telephone

Citizens Telecom of TN
United Telephone Co.
Ardmore Telephone Co.
Comm Depot Inc.

GTE Long Distance
NextLink of Tennessee

MCI Telecommunications
Frontier Communication

LCI International

Citizens Telecommunications
of the Volunteer State

Below is a discussion of the results of the survey. The results of each question will

be reviewed along with some analysis. This section will conclude with a summary of the

results of the survey.

1. Identify the contract opportunities that exist with your company for small and

minority-owned telecommunications companies.
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Twenty-five (25) companies responded that opportunities exist with their
companies for telecommunications contractors. This potential is being influenced by
telecommunications companies’ trend toward outsourcing certain functions for the purpose

of making their operations more efficient.

The largest area for potential work is in the area of outside plant construction.
Seventeen (17) companies stated that they use contractors for the construction of new
outside plant such as the installation of fiber optic cable. The next highest category for
contracting is in the area of professional services. Such functions in this category include
tax compliance, information systems support and engineering. Finally, the purchase of

central office equipment is identified as an area in which telecommunications companies
seek bids.

Eleven (11) companies cited the lack of opportunity at the present time. However,
eight (8) of these companies stated that they had either just started doing business or had

not yet begun doing business in Tennessee.

2. Does your company maintain _a list of small and minority-owned
telecommunications businesses that are eligible for opportunities with your
company? How often is your list updated?

Twenty-six (26) companies reported that they do not maintain a list of small and
minority-owned telecommunications businesses. Many of these companies stated that they
have had trouble locating such a list. Only ten (10) companies maintained such a detailed

list. These ten (10) companies stated that the updating of their list was done at varied

intervals ranging from monthly to yearly.

3.  What methods does your company employ to identify small and minority-owned
businesses?

Eleven (11) companies stated that they have not taken steps to identify these
potential businesses. The majority of these companies seven (7) indicated that no steps

have been taken because they are not currently doing business in Tennessee. Twenty-one
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(21) companies stated that they take active steps to identify small and minority owned
businesses. Some of the most popular sources or methods includes:

¢ Local Chambers of Commerce

¢ Tennessee Economic Community Development Department

e Trade fairs

e Advertising in minority publications

e Service on Boards of organizations such as the NAACP and the Urban League

e Small Business Administration’s Procurement Automated System (PASS)

4.  What methods does your company use to notify small and minority-owned.
businesses of opportunities within your company?

Nineteen (19) of the thirty-seven (37) companies responding stated that they do not
specifically notify small and minority-owned businesses of business opportunities within
their company. Several of these companies stated that they maintain a general list of
qualified vendors which does not specify whether the vendor is a small or minority-owned

business.

Sixteen (16) companies stated that they have processes in place to notify such

businesses. The most common method of notification was by mail requesting bids.

5. What is your company’s projected dollar amount of contracts to small and
minority-owned businesses for 19972

Twenty-four (24) companies indicated that they did not anticipate any contracts for
small and minority-owned business during 1997. Only eleven (1 1) companies stated that
they had existing contracts with small and minority-owned businesses during 1997. These
companies tend to be the larger multi-state corporations like Sprint, MCI, BellSouth and

AT&T. Total nation-wide dollar amounts projected in these contracts for 1997 amount to

approximately $3.2 billion.

It was difficult getting Tennessee specific dollars spent by Tennessee

telecommunications service providers on contracts to small and minority-owned
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businesses. BellSouth, Sprint and MCI, for example, stated that they do not track state
specific dollars for this category and were unable to provide the information. The eight (8)
companies that did track Tennessee specific dollars for this category reported a total of
$6,746,190 was projected to be spent during 1997 on small and minority-owned business
contracts in Tennessee. Loretto and Millington telephone companies led the small ILECs

with each spending $500,000 on small and minority-owned business contracts during
1997.

One interesting conclusion of the survey was the dollar amount invested by new
CLECs in small and minority-owned businesses. Two (2) CLECs (Intermedia and Time-

Warner) reported that they projected spending $692,000 for contracts with small and

minority-owned businesses during 1997.

6. Provide a list of the actual number and the dollar amount of small and minority-
owned business contracts your company entered into during 1996 and 1997.

Sixteen (16) companies presently doing business in Tennessee reported that they
had no contracts with small and minority-owned businesses during 1996 or 1997. Eight
(8) additional companies stated that they had no such contracts during this period of time
because they were not providing service in Tennessee. These companies were newly
approved CLECs. Eleven (11) companies reported that they had at least one (1) contract
with small and minority-owned businesses during this period of time. Sprint/United
reported that it had 152 contracts with small and minority-owned businesses that totaled
over $2 million. BellSouth reported having 31 such contracts but refused to submit the

dollar amount of these contracts claiming their proprietary nature.

7. Describe any programs in which your company provided technical assistance to
small and minority-owned businesses during 1996. Also, provide the number of
times the programs were utilized during 1996 and 1997.

Few companies indicated that they have technical assistance programs for small
and minority-owned businesses seeking to enter the telecommunications field. Only seven

(7) companies reported that they either have a stand alone program to assist small and
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minority-owned businesses or that they are a part of such a program sponsored by another
organization. Some small ILECs indicated that they participate with local Chambers of

Commerce to assist small businesses.

8. Provide the name and address of the company official responsible for the
implementation of the Small and Minority-Owned Business Participation Plan.

Of the companies responding, only Brooks Fiber, Frontier and WinStar failed to
identify the name and address of their company official responsible for implementing their

small and minority-owned participation plans.

Conclusion of Survey

This evaluation of the small and minority-owned business plans of
telecommunications providers indicates that little progress has been made in implementing
the plans on file with the Authority. Only eleven (11) companies out of the thirty-eight
(38) surveyed indicated that they awarded at least one (1) contract to a small and minority-
owned business during 1996 and 1997. The major factor for the lack of activity in this area
for CLEC:s is the failure of these businesses to begin operations in Tennessee. However,
the survey does indicate that some companies are making efforts to establish business

contacts with small and minority-owned businesses.

It appears that existing companies such as BellSouth, AT&T, MCI and Sprint/
United have well-established programs that are showing significant activity. Even some
small ILECs such as Loretto, Millington, United Telephone and Ardmore appear to be

making an effort to contract services to small and minority-owned businesses.

T.C.A. § 65-5-212 requires companies to file copies of their plans along with
annual updates with the Authority. All ILECs and CLECs have filed Plans with the TRA.
A copy of this survey has been shared with the Department of Economic and

Development’s Office for Small Business, Entrepreneurship and Minority Affairs.
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IV. STATUS OF UNIVERSAL SERVICE IN TENNESSEE

Universal service is the provision of “residential Basic Local Exchange Telephone
Service at affordable rates” (T.C.A. §65-5-207(a)). The success of universal service
policies are assessed using the penetration rate of residential telephone service, or the
percentage of households with telephone service in a given area. Since 1990, Tennessee’s
rate has been statistically indistinguishable from the national rate, 94.1% of households

having telephones in March 1998.

When examined more closely, however, considerable variation in the proportion of
households with telephones is evident across the state. Table 12 shows Tennessee
telephone penetration rates by county from the 1990 U. S. Census. Some urban counties
approach 100%, while some rural counties barely achieve 80% penetration rates. This
occurs despite the lower telephone rates in rural areas set specifically to encourage higher

telephone penetration in those areas.

Overall, Tennessee performs as well as the nation as a whole, but room remains to
improve universal service. State and federal universal service policy developments are

described below.

A. State Universal Service Proceedings

In an attempt to boost universal service, local telephone rates are generally lower in
rural areas than in urban areas, even though the cost of providing telephone service is
higher in rural areas on average. This presents a dilemma for competitive entry in rural
areas, as prices may not provide enough revenue to cover entrants’ costs. To encourage
competitors to serve residential customers throughout the state without raising monthly
telephone rates, Tennessee’s Telecom Act provided for a special fund to subsidize
residential telephone service in high cost areas. The State Act also gave the TRA the
ability to consider such a fund, while the federal act establishes a national mechanism
under the FCC, but allows states to establish their own system as well. In its Order of

December 19, 1995, the PSC found that such a fund was not needed in Tennessee at that
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time due to lack of competition. The TRA opened a docket to review universal service in
Tennessee on May 13, 1997. Moving in parallel with national proceedings before the
FCC, this docket considers universal service funding for non-rural carriers only. Rural
telephone companies service territories will be considered when competitive entry to those

areas is allowed.

The TRA’s universal service proceeding is divided into three (3) phases. The
Interim Order on Phase I, on cost issues, was issued on May 20, 1998. Hearings on Phase
II have been held and the TRA’s decision is pending. Phase II deals with the determination
of the costs and revenues associated with providing universal service at the telephone
company wire center level. Phase III will consider proposed rate changes in light of the
Phase II costs and revenues analysis. This will determine the size of the Tennessee
universal service fund. Implementation of a Tennessee fund depends on the conclusion of

the FCC’s proceeding on national universal service funding.

B. Federal Universal Service Proceedings

The federal act mandates consideration by the FCC of revisions to its universal
service support mechanisms. On May 8, 1998, the FCC issued its Report and Order on
Universal Service. Subsequently, the FCC’s findings on the revenue base on which to
assess contributions to the fund have been appealed. Several issues have been referred to a
special Federal-State Joint Board on Universal Service, and the FCC has developed a cost
model to use in identifying high-cost areas served by non-rural companies. The FCC has
set July 1999 as its target for implementation of the new federal mechanisms, although this

date depends partly on the outcome of pending appeals.

The federal act also establishes new programs to support access to advanced
telecommunications service for schools, health care, and libraries. Funding for these
programs is provided by interstate long distance carriers. The FCC has allowed these

carriers to recover the funding requirements from their customers. As a result, some
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carriers have added a fixed monthly charge to customers’ bills. These charges are under

reconsideration by the FCC at this time.
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V. AVAILABILITY OF TELECOMMUNICATIONS SERVICES AND TECHNOLOGICAL
CHANGES IN THE MARKETPLACE

A. Availability of Telecommunications Services and “The Last Mile”

As discussed previously, local telephone service from competing providers is
generally available in some form to business customers in the state’s four (4) largest
metropolitan areas. These competing providers are offering comparable services to the
incumbent providers (i.e., local service, custom calling features, data services and
intralLATA long distance services). In addition, CLECs are packaging their local services

with long distance services.

One of the main reasons that local telephone competition is limited is because
competitors are having to lease the local loops of the incumbent providers. This local loop,
the wire between the customer’s premise and the telephone company’s central office, is
frequently referred to as “the last mile.” It is not economically feasibly for competing
providers to duplicate this wire network because of the large capital expenditures required
to construct these loops. These expenditures include the cost of poles, conduits, rights-of-
way, trenching costs and cable costs including associated labor. Competing providers are
currently investing billions of dollars nationally to develop new technologies to compete
with the “last mile” of the incumbents. For example, AT&T recently purchased TCI, one
of the nation’s largest cable television providers for $30 billion. This merger will give
AT&T access to 10 million residential households nationwide via the coaxial cable
currently used to provide cable television service. AT&T has also announced a partnership
with Time Warner for use of Time Warner’s coaxial cable serving consumer households.
AT&T estimates that it will have to spend $10 billion to equip the coaxial cable to provide
the two-way communications needed for telephony (cable television is currently only one-
way communications). Microsoft is also making substantial investments in cable
television and the cable modems used to provide high speed Internet access. Microsoft
President Bill Gates has indicated on numerous occasions that antiquated

telecommunications networks are holding back the computer industry.
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Wireless technologies such as cellular, personal communications services (PCS),
microwave and satellite are also the focus of many competing providers in search of an
economic alternative to the incumbent’s “last mile.” Cellular and PCS services are
generally available today, but current prices of these service do not make them viable
alternatives to the incumbent’s wireline service. For example, digital cellular service
generally costs about $20 per month for 100 minutes while wireline service costs about

$17 per month (in metropolitan areas) for unlimited usage.

Also, competing carriers are examining microwave and satellite technologies for
providing wireless alternatives to the “last mile.” Teligent Communications has invested
$800 million in developing telecommunication services for small business subscribers

using satellite microwave dishes. NextLink and Microsoft are also investing heavily in

satellite technologies.

Until economically viable alternatives to the incumbents “last mile” are developed
and functioning, many industry experts contend that local telephone competition will not

be able to flourish. The remainder of this section discusses in more detail these

technological changes.

¢ The incumbent compames ownme T
| andbusiness (“the last mile”).
¢ In many cases, competitors are havmgto rent the “last mile” fmm the
incumbent (zts competxtef) in order to compete
¢ Many potential compet:tafs are looking for aItemauves to using incumbent loop.
' - Wireless - Microwave (’l‘elxgent}ﬂ
- Wireless - Ceilular and PCS
- CATV (AT&T) - =
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 Table 13
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B. Changing Technologies

The existing telephone network was constructed to provide voice communications
to consumers. In 1988, voice communications comprised approximately 80% of the traffic
on the telephone network, with data comprising 20% of the traffic. Yet, over the past 10
years, data traffic on the network has constantly increased to the point that today data
exceeds voice traffic. This has caused providers to re-examine their networks and search

for new technologies that will enable them to meet the increasing data needs of today’s

consumer.

Some say that the transformation of the telecommunications industry we are seeing
today all started with the Internet. Although the Internet is sure to become a historical
point of reference, what is now happening in telecommunications is not only about the
Internet or even about the recent surge in data networking. It is about the progression of
new applications, new ways to communicate and new ways to transport information,
whether that information is data or voice. It is also about the role the various carriers have
in facilitating that progression. It is about the integration of many services such as voice,
data and video into the same network “pipe.” It is about competition and how the many
carriers and the industry as a whole function together. In the presence of all this and what

is making it all possible are the rapidly changing technologies that the various carriers use

to provide their services to the consumer.

Physical Facilities

The most forward-looking technology in telecommunications transmission
continues to be fiber optic cable. The main reason for this is that technology continues to
expand the information carrying capacity and transmission speed of fiber. Additionally,
some of this same expanded capacity and speed can now be utilized in much of the

traditional twisted copper pair telephone plant that comprises much of the “last mile” of the

network.
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Fiber Optics

The constant demand for higher capacity and speed of data transmission have led to
the use of new optical networking methods that are now being used by carriers to delay
reinforcement and/or replacement of fiber plant. These methods include technology like
wavelength division multiplexing (WDM). Essentially, WDM allows carriers to combine
multiple paths of light carrying both voice and data transmission onto a single optic path.
This technology is creating both cost and capacity efficiencies by allowing higher volumes
of traffic to be transported over the same amount of fiber. In the 1980’s, the technology of
the day allowed two (2) channels or paths over a fiber system. This capacity grew to four
(4) channels in the early 1990’s and to 16 or more in 1996. Present technology has enabled
that number to increase to 40 optical channels that are available today. Laboratory tests
have successfully transmitted information at the rate of 2 trillion bits (2 terabits) per second
using this technology. To illustrate how powerful this technology can be, a 2 terabit
capacity network would have the capacity to transmit the entire Library of Congress coast

to coast in 20 seconds. This capacity will soon be possible with some networks carriers

now have under development.

Digital Subscriber Lines

The last component of most facility-based carrier networks is the copper loop, a
pair of copper conductors or wires, that connect customers to central offices and the
backbone network. This copper loop was designed and constructed to carry voice signals.
Existing carriers have little incentive to replace this last piece of the network with fiber
optics because of the large amount of capital they have invested. Instead, they are
basically looking for solutions that will allow them to evolve the local loop to higher
capacities until the implementation of more advanced technologies become cost effective.
Digital subscriber line (DSL) offers these benefits to carriers by using existing wiring to
expand the capability of existing copper plant to support high speed data and voice
services. Two types of DSL technology that are now seeing prevalent use are high bit-rate

DSL (HDSL) and asymmetrical DSL (ADSL). Carriers are now able to deliver 1.5 million
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bits of information per second over the local network with the use of DSL technology.
DSL can support a wide variety of high bandwidth applications such as high speed Internet
access, telecommuting and private networking. DSL is being deployed by carriers

nationally and in Tennessee as well.

Packet Networks

As carriers address the access and transport issues brought on by the vast increase
of data traffic, they are also adding more intelligence and flexibility to their switching
networks to manage and direct the traffic. Future networks must efficiently transport huge
amounts of data. By the year 2007, industry experts estimate that data traffic will require
more than 20 times the bandwidth of voice traffic. Carriers are planning a new generation

of networks and are upgrading existing networks for operation beyond the year 2000.

Data transfers over networks tend to be “bursty” in nature. That is, it tends to
bunch up in blocks. For example, an Internet user may spend a few seconds downloading a
web page and then the next several minutes reading the information. Much of the time the
connection between the user and the web host remains unused. Contemporary networks
reserve time slots and space throughout the entire network for the duration of any
connection even if there is no data to transfer. This is similar to a typical voice
conversation where there are pauses and silent periods in the conversation but the
connection or circuit is still active and no one else can utilize it. This type of network
connection is extremely inefficient for data transmission. Suppose the unused portion of
the network “space” or bandwidth could be used by another user so more than one could be
accommodated on the same network element at the same time. This is exactly the
principle used in “packet” or cell-based networks that share bandwidth across many users.
End users get a portion of the bandwidth when they actually need to transmit a piece of
information. The rest of the time, the bandwidth is available for other users. This allows

for high network usage and efficiency. At this time, however, voice traffic over packet

networks is limited.
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As the next century approaches, an evolution of networks will be required to
efficiently utilize available bandwidth. One type of “packet switching” is called
asynchronous transfer mode (ATM). In ATM, information is organized into cells. It is
called asynchronous because the recurrence of cells containing information from an
individual is not necessarily periodic. ATM becomes increasingly crucial for carriers as
they merge different traffic types (i.e., voice, data, video) at multiple points in the network.
ATM is allowing carriers to move toward one multi-service network rather than

maintaining different network types to perform various functions.

Wireless Communications

Although wireless providers are not regulated by the TRA, the potential they offer
for competing with services offered by regulated carriers in Tennessee makes it important
for the TRA to monitor this rapidly changing technology. Wireless technology includes

microwave, cellular telephone, paging and PCS.

Microwave

Microwave technology has been used for a number of years to transmit voice and
data from one point to another on the traditional toll network. Carriers have now started
using microwave radio to build digital broadband point to multipoint local networks.
Already one such carrier, Teligent, has been granted approval to operate as a CLEC in
Tennessee and plans to target small to medium-sized business in ten (10) counties around
Nashville and Memphis. Teligent has raised $850 million in capital to deploy this
technology nationwide. High quality, low cost, high bandwidth transmission of integrated

packages of voice, data, Internet, and video conferencing is possible using this medium.

Networks of this type are comprised of microwave antennas located atop
customers’ premises connected to a central communications node via a microwave radio
signal where it is received by a base station. A typical distance between a customer
building and the node might be on the order of three (3) miles. Using this technology,

many customer buildings can point and transmit to a single node. The node connects the
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telecommunications traffic to the service provider’s switch, either through another wireless
connection, or via fiber from another carrier. At the switch, the traffic is handed off to the

appropriate interconnect carrier for call completion.

Cellular

Cellular service uses one or more multichannel base stations to provide radio
telecommunications services to mobile stations over a wide area. Cellular systems employ
techniques such as low transmitting power and automatic hand-off between base stations to
enable channels to be re-used in relatively short distances. There are two (2) types of
cellular service that are currently offered. Analog cellular was originally devised in the late
1970’s and early 1980’s. Some of the shortcomings of analog cellular such as low calling
capacity, poor data communications and minimal privacy are being addressed by the
deployment of new digital systems. The advantages of digital cellular technologies over
analog cellular include increased capacity and security. Technology now exists to expand
the capacity of cellular systems 15 times what is possible with analog systems.
Additionally, digital cellular signals are now easily scrambled to provide a degree of
privacy not available in analog systems. Because of the enormous amount of money
cellular providers have invested in analog technology, many providers are converting to
digital by overlaying their existing networks with the new technology and keeping the
same frequency and channel allocations. This type of conversion is providing many of the

benefits of digital transmission at a lower cost to the consumers.

PCS

Personal communications services (PCS) is a new generation of wireless-phone
technology that introduces a range of features and services that surpass those available in
analog and digital cellular phone systems. PCS provides the user with an all-in-one
wireless phone, paging and data service with greatly improved security. Increasingly, PCS
providers are opting for a new hybrid approach to service that combines mobility with a
fixed application. Trials are now being developed in various parts of the U.S. whereby

PCS carriers will enter the wireless local loop (WLL) market in combination with their
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more traditional mobile service. By doing this, they will make the most of their expensive
PCS licenses. Using this approach and a single number philosophy, end users will be able
to migrate from mobile to fixed using one number that is tied into a single voice mail

system. Appendix G lists the cellular and PCS providers operating in Tennessee.

Satellite

Satellite based wireless telecommunications systems are now being deployed to provide
voice, data, fax and other telecommunications services to users worldwide. Users will
make or receive calls using hand held or vehicle mounted terminals similar to cellular
telephones. Calls will be relayed through satellites, to a ground station and then through
local terrestrial wireline or wireless systems to their end destinations. Some systems will
use a telephone that works in two modes. As a wireless phone, it will seek out available
service from existing land based networks. In this way it will operate the same as wireless
systems now in existence. When wireless service is not available, the user can switch the
phone to satellite operation. The call is then relayed from satellite to satellite, until it
reaches its destination: either through a local gateway and the public switched telephone
network, or directly to a receiving phone. The satellites also keep track of the user’s
telephone location anywhere on the globe. This will allow the user to do such things as
find a lost car in the parking lot, continually monitor traffic conditions and road
construction enroute to a destination and even receive turn by turn directions to an ultimate
destination. This same technology will also allow for the quick location and recovery of

stolen vehicles. Today, satellite telecommunications is only available on a very limited

basis.
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V1. FEDERAL TELECOMMUNICATIONS INITIATIVES
A. Overview of Federal Telecommunications Act of 1996

This act seeks, “to promote competition and reduce regulation in order to secure
lower prices and higher quality services for American telecommunications consumers and
encourage the rapid deployment of new telecommunications technologies.” To this end,
the Act requires local telephone companies to open their networks for interconnection with
other providers and for the resale of local telephone services. State regulators may arbitrate
disputes between incumbents and entrants should they fail to agree on interconnection
arrangements. The TRA has approved twenty-one (21) interconnection agreements

between competing carriers of which four (4) were arbitrated.

The Act also prohibits the creation of barriers to entry by the states and requires the
removal of barriers to infrastructure investment. The latter is intended to promote the
availability of advanced services to all telephone users. The Act suggests the use of

alternative regulatory forms, such as price regulation, in order to encourage investment in

new technologies.

As soon as the local markets served by the regional Bell Operating Companies
(BOC:s), such as BellSouth, are sufficiently open to competitors, the Act allows the BOCs
to provide long distance service within their home regions, a service they have been barred
from providing since the AT&T divestiture in 1984. The FCC, with advice from the
Department of Justice and state regulators, decides whether the requirements of the Act in
this regard are satisfied on the state-by-state applications of each BOC. Such applications

for Michigan, Oklahoma, South Carolina, and Louisiana (twice) have come before the FCC

to date and all have been rejected.
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B. FCC Decisions

Interconnection

The FCC issued its Order on interconnection requirements and pricing
methodology for the unbundled piece parts of local telephone networks in August 1996.
Several states and some BOCs challenged parts of the FCC’s Order in federal court. The
Eighth Circuit Court of Appeals found that the FCC exceeded its authority in imposing
pricing rules on the states and by requiring incumbents to combine some of the unbundled
parts of their networks for competitors. However, the United States Supreme Court

recently overturned the Eighth Circuit's decision and reinstated a portion of the FCC's

rules.

Access Charge Reform

The FCC issued its Order revising the regulatory scheme under which local
exchange carriers assess costs to long-distance and other carriers for use of the local
telephone networks to complete interstate telephone calls on May 16, 1997. This Order
was appealed by long distance carriers as well as incumbent local telephone companies.
The long distance companies claimed that the FCC did not make the transition to
competitive access rates quickly enough and is too cautious in its concern for universal
service. The incumbent local companies, however, argued that the FCC left them exposed
to inefficient competitive entry in the short term. The Eighth Circuit Court of Appeals
upheld the Order, agreeing with the FCC that it charted a proper middle course, taking

account of the complementary but sometimes diverging goals of competition and universal

service support.

C. Other Court Decisions

BellSouth and Southwest Bell have challenged the “competitive checklist” in the
Act that the BOCs must meet in order to provide in-region long distance service. As of the
end of 1998, both of these appeals have been rejected by the respective Court of Appeals.
In January 1999, the Supreme Court declined to hear Southwest Bell’s appeal.
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D. Mergers

Several BOCs have merged or acquired other incumbent telephone companies since
the passage of the Federal Act. SBC, the parent of Southwest Bell, and Bell Atlantic have
been the most active of the BOCs. SBC acquired Pacific Telesis and Southern New
England Telephone Company, and its merger with Ameritech is pending regulatory
approval at this time. Bell Atlantic acquired NYNEX and its proposed acquisition of GTE

is pending regulatory approval.

The long distance companies have also been active. WorldCom grew to become
the fourth largest long distance carrier largely through acquisitions and is now acquiring
MCI, the second largest long distance company. AT&T’s acquisition of TCI, a cable TV

company, is also pending regulatory approval at this time.

Among carriers certificated in Tennessee, fourteen (14) mergers or acquisitions
have been approved by the TRA during 1997-98. Of these, eleven (11) involved resellers
only. The remaining three (3) combined a Competing Telecommunications Service

Provider with a reseller. None involved the combination of facilities-based providers.
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The Federal Tdecammumcatmns Act of 1996
| | Key Provisions
0 Obligations of locai teiep_hone companies:
- Interconnection |

- Number?ortabﬂity

- Dialing Parity P

- Access to Rights-of-Way

- Reciprocal Compensation

- Collocation

- Unbundled Access
O State regulatcrs and the FCC have the responsibility for establishing the
- regulatory framework that enforce the mitiatives of the Federal Act.
¢ Other provisions:

- State Arbitration of Interconnectmn Agreements
- Umversai Service k
. High Cost Fund
. Schools and Libraries Fund
. Rural Health Care Fund ,
- Bell Operating Companies entry into long distance (Section 271)
- Bell must open network to competitors (14 point checklist)
. FCC makes the final decision
. State regulatory and Department of Justice are advisors
~ Access to advanced telecommumcatmns services (Section 706)
Regulators shall remove barriers to infrastructure investment

Table 14
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VII. COMPATIBILITY BETWEEN PROVIDERS

For multiple providers of telephone services to exist in the marketplace, it is
necessary to have compatibility between providers. Both the Tennessee
Telecommunications Act and the Federal Telecommunications Act mandate all providers
of telecommunications to interconnect their facilities with the facilities of other carriers.
The federal act requires state regulators to approve interconnection agreements between
providers and arbitrate unresolved issues upon a petition by one of the parties to the

agreement.

As of December 31, 1998, the TRA has approved twenty-one (21) interconnection
agreements between competing carriers, four of which were arbitrated by the TRA. The

TRA is currently arbitrating three additional agreements.

The Federal Telecommunications Act requires interconnection between providers at
“any technically feasible point within the carrier’s network.” The definition of “technically
feasible” has been a point of much contention between parties attempting to negotiate
interconnection agreements. BellSouth argues that competing providers should only be
permitted to interconnect in its central office with the competing carriers equipment
isolated from BellSouth’s equipment by a wire cage or a separate room. Competing
providers argued that the cost of constructing this cage or room is cost prohibitive to the
competitors and have requested “cageless” collocation of facilities. The TRA currently has

a pending docket to study collocation alternatives.

As previously indicated, competing providers are purchasing network elements
from BellSouth in order to provide competitive local telephone service. The Federal Act
requires that incumbent providers like BellSouth provide services to competing providers
at parity with the service it provides to its own customers. Competing carriers have argued
in proceedings before the TRA that BellSouth is not providing service to competitors at
parity. Competitors argue that BellSouth’s ordering processes, installation times and

service quality for competitors is inferior to comparable processes, time and quality that
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BellSouth provides its own customers. These allegations are being reviewed as part of

BellSouth’s application to enter the interLATA long distance market.
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VIII. SERVICE PERFORMANCE OF TELECOMMUNICATIONS PROVIDERS

This section will review the quality of service provided by telecommunications
providers in Tennessee during the period of 1996 through 1998. Analyzing this period of
time will provide insight on the quality of telecommunications services since local

competition has been authorized in 1995.

Telephone service is traditionally thought of in two (2) terms: local and long
distance services. Long distance service has been opened to competition since 1984 when
AT&T was divested from the Bell System. After fifteen (15) years, the long distance
market is showing increased signs of competition, as evidenced by the over 250 long‘
distance resale companies certified to do business in Tennessee. The local telephone
service monopoly in Tennessee was not lifted until the passage of the 1995
Telecommunications Act by the 99th Tennessee General Assembly. As described earlier
in the Report, local telephone competition is still in its infancy in Tennessee with

approximately 2% of the access lines in the state being served by competitive local

exchange carriers (CLECs).

The focus of this section will be on the quality of service provided by both local
and long distance telephone companies. The question posed in this section deals with how
does telephone service compare today with the service levels of 1996. Indicators of quality
of service will include an analysis of consumer complaints received by the TRA and a

review of incumbent local exchange carrier (“ILEC”) compliance with the TRA’s Service

Performance Standards.

A. Trend in Telecommunications Complaints

The overall number of consumer complaints received by the TRA against
telecommunications service providers in Tennessee has increased since 1988. But, not
only is the number of complaints up, but also the number of providers of telephone service,

especially in the long distance market. Today, Tennessee consumers have options for long
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distance service that were not available several years ago. The following graph includes

all complaints received by the TRA regarding any aspect of intrastate telephone service.

Telecommunications Consumer Complaint Trend
1988-1998
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1988 1989 1990 1991 1992 1993 1994 1995 1996 1997 1998

Table 15

The percentage of total complaints received by the TRA against local and long
distance and resale companies has increased 100% since 1988. A breakdown of the

percent change for each of the three categories since 1996 is listed below:

Percent Change of Consumer Complaints by Industry

Percentage change in complaints

1996 to 1998
Local Telephone Companies 32% increase
Long Distance Companies 33% increase
Local and Long Distance Resale Companies 42% increase

Table 16
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B. Telecommunications Resale Companies

The most significant change in consumer complaints registered against
telecommunications companies investigated by the TRA over the past ten years is
complaints registered against resale companies. Ten (10) years ago complaints against
resale companies were not significant enough to list in their own category. The rapid
increase in complaints from this category is one of the main reasons why the trend of

telecommunications complaints is dramatically up.

Resale companies tend to be smaller companies with little or no
telecommunications facilities. Resale companies purchase network usage from traditional
facility-based companies such as BellSouth and AT&T and resell services directly to
consumers. TRA records indicate that over 350 local and long distance resale companies
are certified to do business in Tennessee. As of the date of this report, the overwhelming
majority of resale customers are in the long distance market. Local resale, however, is

slowly penetrating the local telephone market, as we predicted in our last Competition

Report to the General Assembly.

One niche that local resale companies is meeting in Tennessee is providing local
telephone service to consumers with bad credit history. Approximately five (5) resale
telecommunications companies in Tennessee are specializing in providing local service to
consumers where traditional companies like BellSouth have disconnected due to failure to

pay their telephone bills. This service is provided on a pre-paid basis at rates substantially

greater than the incumbent providers.

C. Slamming

Another significant factor in the increase of the number in complaints over the last
10 years is the advent of new types of consumer abuses in the telecommunications sector.
In 1988, competition in the long distance market was just starting to germinate. AT&T
was still the dominate carrier with smaller facility-based companies such as MCI and

Sprint attempting to make inroads. As competition started heating up in this segment of
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the market, attempts to win customers became more fierce and at times unethical. The
drive to add new customers led some long distance companies to switch consumers
without proper authorization, a practice referred to as “slamming.” Slamming is by far the
fastest growing type of complaint received by the TRA. Over the past seven years
slamming complaints grew from 68 complaints in 1991 to 569 complaints during 1998.
The majority of slamming complaints received by the TRA are directed against long
distance resale companies. Below is a graph illustrating the growth in slamming
complaints received by the TRA.

Trend of Slamming Complaints
1991 - 1998
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Table 17

In order to address the increase in slamming complaints, the TRA has stepped up
its enforcement actions by issuing several show cause orders against long distance
companies and resellers. In these proceedings, several of them still in progress, the TRA
can issue fines and/or revoke the authority of companies found guilty of slamming.

Passage of Public Chapter 709 improves the TRA’s ability to address slamming and

cramming in Tennessee.
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D. Complaint Trend by Geographic Area

As stated in an earlier section, local competition appears to be emerging only in the
largest metropolitan areas of the state. No CLEC claims to have customers in any rural
area of Tennessee. But while competition is beginning to slowly emerge in these targeted
large urban areas, what is happening in other areas of the state where competition is non-
existent? A geographic analysis of complaints by urban, suburban and rural areas reveal
that the largest growth in consumer telecommunications complaints from 1996 to 1998 was
in the suburban areas of the state where competition is miniscale. Below is a graph
illustrating the percentage of telecommunications complaints in the urban, suburban and

rural areas of Tennessee since 1996.

As depicted in the graphs in Table 15, the number of consumer complaints

registered against telecommunications companies increased in all three (3) geographic

regions of the state since 1996.
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Geographical Analysis of Telephone Complaints®

1996 - 1998
1996
Rural - 697 Urban - 679
36% 35%
Suburban - 564
29%
1997
Urban - 602
Rural - 675 31%
35%
Suburban - 648
34%
1998
Rural - 910 Urban - 817
34% 31%

Suburban -926
35%

Table 18

¢ Metro areas include Davidson, Shelby, Knox and Hamilton counties. Suburban areas include all
counties touching the metro counties listed above with the addition of Dickson, Madison, Montgomery,
Washington and Sullivan counties. Rural areas are all remaining counties.
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E. Local Telephone Company Complaint Trend

Consumer complaints against local telephone companies increased by 32% since
1996. Local telephone companies are defined for this analysis only as companies
providing local telephone service prior to the 1995 Telecommunications Act. Examples of
these companies include BellSouth, Sprint/United, Citizens, etc. Competitive local
telephone companies are not included in our analysis here due to their small impact on the
local market at this time. Below is a graph illustrating the trend in complaints against

local telephone companies by category of complaints since 1996.

Local Service Telephone Complaint Types

1996 & 1998
1996
New Msce|15a1neous-
Instalfation-
146

Billing-309
Service-337
Total Complaints 843
1998
New
Installation- Msscellaneous-
339 114
Bittling-
197

461

Total Complaints 1111
Table 19
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As depicted on the graphs above, the largest increase in consumer complaints
against local telephone companies is delays in the installation of new service. This
category is defined as consumers having to wait for installation of telephone service due to
problems caused by the telephone company. Some of these complaints detail delays
exceeding 30 days to receive new service. This category increased 132% since 1996. The
TRA is working with these companies to reduce the complaints in delayed service. For
example, BellSouth, which had 315 of the 339 complaints in this category, has informed
the TRA that it is in the process of hiring over 100 new employees to address this and other

service related problems it is experiencing in Tennessee.

The largest category of complaints against local telephone companies is related to
service problems such as out-of-order or poor quality of service complaints. This type of
complaint increased 37% since 1996. Finally, billing complaints, which typically deal
with bill disputes, decreased 36% since 1996.

BellSouth is the largest local telephone company serving 79% of Tennessee access
lines. Because of its significant presence, and the fact that BellSouth is the first to face
local service competitors, additional analysis on the quality of service of BellSouth is

provided. Below is a graph comparing the top three categories of complaints against
BellSouth since 1996.

THE STATUS OF LOCAL COMPETITION IN TELECOMMUNICATIONS

60



BellSouth Complaint Analysis

1996 - 1998
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Table 20

Consumer complaints registered with the TRA against BellSouth regarding quality
of service and delayed installation of new service show an upward trend since 1996. As
stated earlier, BellSouth has proposed a plan, including the hiring of new staff, to address
this problem. The TRA will be reviewing the progress of BellSouth’s plan to determine if

action is warranted.

F.  Minimum Quality of Service Performance Standards

The Tennessee Regulatory Authority has rules specifying minimum quality of
service standards for local telephone companies. Local telephone companies submit
quarterly reports to the TRA reflecting their compliance with the minimum standards. The
minimum standards are measured in terms of objective standards and surveillance
standards. Companies that fail to meet the surveillance level may be subject to
enforcement action by the TRA to correct the problems. The unit of analysis in the
reporting is by telephone central office. This reporting disaggregation by central office
permits the tracking of quality of service to the community level. Below is a description of

the service standards for local telephone companies:
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¢ Installation of Service: Requires, depending upon the size of the
telephone exchange, that a certain percentage of service requests be
completed within five working days.

e Utility Commitment Date: Requires a telephone company to meet
90% of its customer commitments to provide service by a date
certain.

e Customer Trouble Report: Requires telephone companies to not
exceed a certain percentage of service trouble reports per 100
access lines.

o (Call Completion: Requires telephone companies to complete at
least 97% of local dialed telephone calls.

e Directory Assistance Call Completion: Requires 85% of directory
assistance calls answered within 10 seconds.

As indicated previously, the three (3) largest local telephone companies, BellSouth,
Sprint/United and Citizens, have been granted price regulation pursuant to T.C.A. § 65-5-
209. Since these three (3) companies provide service to the bulk of telephone access lines
(approximately 89%) to Tennesseans, the analysis of minimum service standard

performance will focus on these companies.

Sprint/United

Sprint/United is the second largest local telephone company in Tennessee and
provides service in upper East Tennessee. Sprint/United met the TRA’s performance
standards in both 1997 and 1998. A total of 1,613 service performance observations for
both years to date (months x exchanges by service category) were reviewed and
Sprint/United failed to meet the TRA service performance objective in 8 of these
observations. Sprint/United met the TRA’s service performance objective standard 99.5%
of the time during the 1997 and 1998 periods. The 1997 and 1998 data reflects a continued

level trend in Sprint/United’s service performance measurements since 1996.

Citizens Telephone Company

Citizens Telephone Company (“Citizens’”) also experienced little difficulty in

meeting the TRA’s service quality standards during the 1997 and 1998 period. A total of
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1,413 observations were reviewed to verify Citizens’ compliance with the TRA’s service
performance standards for both years. Citizens failed to meet the standards in 22
observations for this period. Citizens met the TRA’s service performance objective
standard 98.4% of the time during the years 1997 and 1998. Citizens achieved a 100%

compliance with the TRA’s Minimum Service Standards during 1997.

BellSouth

BellSouth’s compliance with the TRA’s service performance standards was also
satisfactory during the years 1997 and 1998. The total 1997 and 1998 observations
evaluated for BellSouth was 9,629. BellSouth failed to meet the TRA’s service
performance objective 179 times for both years, which results in 98.1% compliance. It
should be noted that all of BellSouth’s failures to meet the objective performance levels

occurred in exchanges with less than 14,000 lines, or in the more rural exchanges of

Tennessee.
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IX. TELEPHONE ASSISTANCE PROGRAMS

A. Lifeline

The Tennessee Lifeline program was implemented in January of 1992, as a strategy
to assure that all Tennesseans can afford basic telephone service. This program is available
to all qualified Tennesseans and can result in reducing the monthly cost of local telephone
service. In order to qualify, a person must be receiving government assistance or have an
income below a certain level. A person receiving Lifeline service can enjoy minimum

monthly savings of $3.50 up to a maximum of $13.05 for local service.

The Federal Communication Commission’s (“FCC”) Universal Service Order (May
1997) required the offering of this program by all telecommunications entities. This order
also revamped the state offerings of Lifeline with increased discounts to qualifying states
and more choice of service offerings to subscribers. Part of the change in the federal
revisions of Lifeline included an increase in the amount of federal support contributed to
the cost of the Program. As of June 1, 1998, 21,456 Tennesseans participated in the

Lifeline Program. Annualized savings to participants are approximately $2,700,000.”

The TRA has continued its support of Lifeline by maintaining the level of state
support for the program. As a result of federal and state cooperation, qualified
Tennesseans have the opportunity to obtain the maximum reduction in their telephone
bills. This program can help ensure that all Tennesseans, regardless of income, have the

opportunity to have access to telephone service.

B. Link-Up

In 1989, the Link-up Tennessee Program was implemented to assist low-income
Tennesseans with the cost of installation charges for new telephone service. Link-up will
pay half of the installation for telephone service, to a maximum of $30 dollars.

Tennesseans may qualify for this program if they presently receive the benefit of Food

7 This number reflects the savings of $10.50 per month for the 21,456 lifeline customers times
12 months.
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Stamps, Temporary Assistance to Needy Families (formerly known as AFDC),
Supplemental Security Income and Medicaid. If the individual does not receive the benefit
of one of these programs, they can still qualify if their household’s gross monthly income

is at or below 125% of the federal poverty guidelines.
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APPENDIX A
Pages 1 of 10

CHAPTER NO. 408

SENATE BILL NO. 891
By Rochelle, Henry, Atchley, Rice, Hamilton
Substituted for: House Bill No. 695

By Bragg. Purcell, Jackson, Robinson, Napier, Bell, Wood, Davidson, Pinion, McAlee, Ford,
: Byrd

AN ACT To amend Tennessee Code Annotated, Title 65, Chapter 4, Parts 1 and 2 and Title
65, Chapter 5, Part 2, relative to the regulation of telecommunications service providers
by the Public Service Commission.

WHEREAS, It is in the public interest of Tennessee consumers to permit competition in
the telecommunications services market: and

WHEREAS, Competition among providers should be made fair by requiring that all
regulation be applied impartially and without discrimination to each; and

WHEREAS, Just and reasonable rates can be assured without use of cumbersome rate
base-rate ol return methods; and

WHEREAS, Universally affordable basic telephone service should be preserved; now,
therefore,

BE IT ENACTED BY THE GENERAL ASSEMBLY OF THE STATE OF TENNESSEE:

SECTION 1. Tennessee Code Annotated, Title 65, Chapter 4, is amended by adding the
following as a new appropriately designated section:

Section 65-4- . Declaration of Telecommunications Services Policy. The
General Assembly declares that the policy of this state is to foster the development of
an efficient, technologically advanced, statewide system of telecommunications
services by permitting competition in all telecommunications services markets, and by
permitting alternative forms of regulation for telecommunications services and
telecommunications services providers. To that end, the regulation of
telecommunications services and telecommunications services providers shall protect
the interests of consumers without unreasonable prejudice or disadvantage to any
telecommunications services provider; universal service shall be maintained; and, rates
charged to residential customers for essential telecommunications services shall remain
atfordable.

SECTION 2. Tennessee Code Annoctated, Section 65-4-101, is amended by adding the
words and punctualion "telecommunications services,” between the comma following the
word "telegraph” and the words "or any other like system.”

SECTION 3. Tennessee Code Annotated, Section 65-4-101, is amended by adding the
. tollowing new language as subsections (c), {d), (e). (1}, (g). and (h):
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{c) "Telecommunications Service Provider”™ means any Incumbent Local
Exchange Telephone Company or certificated individual or entity, or individual or entity
operating pursuant to the approval by the commission of a franchise within Section 6 of
this act, authorized by law to provide, and offering or providing for hire, any
telecommunications service, telephone service, telegraph service, paging service, or
communications service similar to such services unless otherwise exempted from this
definition by state or federal law.

{(d} “"lncumbent Local Exchange Telephone Company” means a public utility
offering and providing Basic Local Exchange Telephone Service as defined by Section
?\5-5-208 pursuant to tarilfs approved by the Commission prior to the effective date of
this act.

{e) ~Competing Telecommunications Service Provider” means any individual or
entity that offers or provides any two-way communications service, telephone service,
telegraph service, paging service, or communications service similar to such services
and is certificated as a provider of such services after the effective date of this act
unless otherwise exempted from this definition by state or federal law.

() “Interconnection Services” means telecommunications services, including
intrastate switched access service, that allow a Telecommunications Service Provider to
interconnect with the networks of all other Telecommunications Service Providers.

{g) “Current Authorized Fair Rate of Return™ means:

(1} for an Incumbent Local Exchange Telephone Company operating
pursuant to a regulatory reform plan ordered by the Commission under TPSC
Rule 1220-4-2-.55, any return within the range contemplated by Section 1220-
4-2-.55 (1)}{c}(1) or 1220-4-2-.55 (d);

(2) for any other Incumbent Local Exchange Telephone Company, the
rate of return on rate base most recently used by the Commission in an order
evaluating its rates. )

(h} “Gross Domestic Product-Price Index (GDP-PI)" used to determine limits on
rate changes means the final estimate of the Chain-Weighted Gross Domestic Product-
Price Index as prepared by the U.S. Department of Commerce and published in the

Survey of Current Business, or its successor.

SECTION 4. Tennessee Code Annotated, Title 65, Chapter 5, Part 2, is amended by
adding the following new language:

Section 65-5-207. Universal Service.

{a) Universal service, consisting of residential Basic Local Exchange Telephone
Service at affordable rates and carrier-of-last-resort obligations must be maintained after
the focal telecommunications markets are opened to competition. In order to ensure the
availability of affordable residential Basic Local Exchange Telephone Service, the
Commission shall formulate policies, promulgate rules and issue orders which require all
Telecommunications Service Providers to contribute to the support of universal service.

{b) The Commission shall, within thirty {30) days of the effective date of this
act, initiate a generic contested case proceeding to determine the cost of providing
universal service, determine all current sources of support for universal service and their
associated amounts, identify and assess alternative universal service support
mechanisms, and determine the need and timetable for modifying current universal
service support mechanisms and implementing alternative universal service support
mechanisms. The Commission shall issue its decision in the universal service proceeding
nriar to January 1. 1996.
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{c) The Commission shall create an alternative universal service support
mechanism that replaces current sources of universal service support only if it
determines that the alternative will preserve universal service, protect consumer
welfare, be fair to all Telecommunications Service Providers, and prevent the
unwarranted subsidization of any Telecommunications Service Provider's rates by
consumers or by another Telecommunications Service Provider. To accomplish these
objectives, the Ccnmission, if it creates or subsequently modifies an alternative
universal service support mechanism, shall:

(1) restrict recovery from the mechanism by any Telecommunications
Service Provider to an amount equal to the support necessary to provide
universal service;

{2) consider provision of universal service by Incumbent Local Exchange
Telephone Companies and by other Telecommunications Service Providers;

{3} order only such contributions to the universal service support
mechanism as are necessary to support universal service.and fund administration
of the mechanism:;

(4) administer the universal service support mechanism in a competitively
-neutral manner, and in accordance with established Commission rules and federal
statutes;

(5)  determine the financial effect on each universal service provider
caused by the creation or a modification of the universal service support
mechanism, and rebalance the effect through a one-time adjustment of equal
amount to the rates of that provider:

(6) when ordering a modification, include changes in the cost of providing
universal service in the rebalancing required by subsection (5);

(7)  when performing its duties under subsections {5} and (6), order no
increase in the rates for any Interconnection Services: and

(8) consider, at a minimum:

(i) the amount by which the embedded cost of providing
residential Basic Local Exchange Telephone Service exceeds the revenue
received from the service, including the cost of the carrier-of-last-resart
obligation, for both high- and low-density service areas;

(i) the extent to which rates for residential Basic Local Exchange
Telephone Service should be required to meet the standards of Section
65-5-208(c);

(iii) intrastate access rates and the appropriateness of such rates
as a significant source of universal service support.

(d} The commission shall monitor the continued functioning of universal service
mechanisms and shall conduct investigations, issue show cause ofders, entertain
petitions or complaints, or adopt rules in order to assure that the universal service
mechanism is modified and enforced in accordance with the criteria set forth in this
section.

(e} Nothing in this section shall be construed to require the commission to raise
residential Basic Local Exchange Telephone Service rates.

SECTION 5. Tennessee Code Annotated, Section 65-4-203, is amended by adding the
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{c) The provisions of this Section shall not apply to Telecommunications Service
Providers. -

SECTION 6. Tennessee Code Annotated, Section 65-4-207, is smended by designating
the existing language as subsection {a} and by adding the following new subsection (b):

{b} The provisions of this section shall not apply to Telecommunications Service
Providers; provided, however, this section shall continue to apply with respect to any
ordinance adopted, and any franchise granted pursuant to such an ordinance, prior to
the effective date of this act.

SECTION 7. Tennessee Code Annotated, Section 65-4-201, is amended by designating
the existing language as subsection (a) and by adding new subsections (b), (c) and (d) as

follows:

(bl Except as exempted by provisions of state or federal law, no individual or
entity shall offer or provide any individual or group of telecommunications services, or
extend its territorial areas of operations without first obtaining from the Commission a
certificate of convenience and necessity for such service or territory; provided, however,
that no Telecommunications Services Provider offering and providing a Tele-
communications Service under the authority of the Commission on the effective date of
this act shall be required to obtain additional authority in order to continue to offer and
provide such Telecommunications Services as it offers and provides as of such effective

date.

(c) After notice to the Incumbent Local Exchange Telephone Company and
other interested parties and following a hearing; the Cormmission shall grant a certificate
of convenience and necessity to a Competing Telecommunications Service Provider if
after examining the evidence presented, the Commission finds:

(i}  The applicant has demonstrated that it will adhere to all
applicable Commission policies, rules and orders: and

{ii) The applicant possesses sufficient managerial, financial and
technical abilities to provide the applied for services.

A Commission order, including appropriate findings of fact and conclusions of
law. denying or approving, with or without modification, an application for certification of
a Competing Telecommuni_cations Service Provider shall be entered no more than sixty
(60) days from the filing of the application.

(d) Subsection (c) shall not be applicable to areas served by an Incumbent Local
Exchange Telephone Company with fewer than 100,000 (otal access lines in this state
unfess such compsny volunterily enters into an interconnection agreement with a
Competing Telecommunications Service Provider or unless such Incumbent Local
Exchange Telephone Company applies for a certificate to provide telecommunications
services in an area outside its service area existing on the effective date of this act.

SECTION B. Tennessee Code Annoatated, Title 65, Chapter 4, is amended by adding the
following as a new appropriately designated section:

Section 65-4- . Administrative Rules.

{a) All Telecommunications Services Providers shall p ovide non-discriminatory
interconnection to their public networks under reasonable terms and conditions; and all
Telecommunications Services Providers shall, to the extent that it is technically and
financially feasible, be provided desired features, functions and services promptly, and
on an unbundled and non-discriminatory basis from all other Telecommunications
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{t) Prior to January 1, 1996, the Commiission shall, at a minimum, promulgate
rules and issue such orders as necessary to implement the requirements of subsection
{a) and to provide for unbundling of service elements and functions, terms for resale,
interlLATA presubscription, number portability, and packaging of a Basic Local Exchange
Telephone Service or unbundled features or functions with services of other providers.

These rules shall also ensure that all Telecommunications Services Providers who
provide Basic Local Exchange Telephone Service or its equivalent provide each customer
a basic White Pages directory listing, provide access to 911 Emergency Services,
provide free blocking service for 900/976 type services, provide access to
Telecommunications Relay Services, provide Lileline and Link-Up Tennessee services to
qualilying citizens of the state and provide educational discounts existing on the
effective date of this act.

{c} The granting of applications for certificates of convenience and necessity to
Competing Telecommunications Service Providers or the adoption of a price regulation
plan for Incumbent Local Exchange Telephone Companies shall not be dependent upon
the promulgation of these rules.

SECTION 9. Tennessee Code Annotated, Title 65, Chapter 5, Part 2, is amended by
adding the following new language as:

Section 65-5-208. Competitive Rules.

{a) Services of Incumbent Local Exchange Telephone Companies who apply
for price regulation under Section 65-5-209 shall be classified as follows:

1. "Basic Local Exchange Telephone Services™ are telecommunications
services which are comprised of an access line, dial tone, touch-tone and usage
provided to the premises for the provision of two way switched voice or data
transmission over voice grade facilities of residential customers or business
customers within a local calling area, Lifeline, Link-Up Tennessee, 911
Emergency Services and educational discounts existing on the effective date of
this act or other services required by state or federal statute. These services
shall, at a minimum, be provided at the same level of quality as is being provided
on the effective date of this act. Rates for these services shall include both
recurring and nonrecurring charges.

2. "Non-Basic Services” are telecommunications services which are not
defined as Basic Local Exchange Telephone Services and are not exempted under
subsection (b). Rates for these services shall include both recurring and
nonrecurring charges.

(b) The Commission, after notice and opportunity for hearing, may find that the
public interest and the policies set forth herein are served by exempting a service or
group of services from all or a portion of the requirements of this part. Upon making
such a linding, the Commission may exempt Telecommunications Service Providers
from such requirements as appropriate. The Commission shall in any avent exempt a
telecommunications service for which existing and potential competition is an effective
regulator of the price of those services.

{c) Effective January 1, 1996, an Incumbent Local Exchange Telephone
Company shall adhere to a price floor for its competitive services subject to such
determination as the Commission shall make pursuant to Section 65-5-207. The price
floor shall equal the Incumbent Local Exchange Telephone Company's tariffed rates for
essential elements utilized by Compating Telecommunications Service Providers plus the
total fong-run incremental cost of the competitive elements of the service. When
shown to be in the public interest. the Commission shall exempt a sarvice or arouo of
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or affiliated entities, predatory pricing, price squeezing, price discrimination, tying
arrangements or other anti-competitive practices. °

(d} The maximum rate for any new Non-Basic Service first offered after the
effective date of this act shall not exceed the stand elone cost of the service.

SECTION 10. Tennessee Code Annotated, Title 65, Chapter 5, Part 2, is amended by
adding the following new language as:

Section 65-5-209. Price Regulation Plan.

(a) Rates for telecommunications services are just and reasonable when they are
determined to be affordable as set forth in this Section. Using the procedures
established in this section, the Commission shall ensure that rates for all Basic Local
Exchange Telephone Services and Non-Basic Services are affordable on the effective
date of price regulation for each Incumbent Local Exchange Telephone Company.

(b) An Incumbent Local Exchange Telephone Company shall, upon approval of
its application under subsection {c}, be empowered to, and shall charge and collect only
such rates that are less than or equal to the maximum permitted by this section and
subject to the -safeguards in Section 65-5-208 {c} and (d) and the non-discrimination
provisions of this Title.

{c) The Commission shall enter an order within  ninety (90) days of the
application of an Incumbent Local Exchange Telephone Company implementing a price
regulation plan for such compsany. With the implementation of & price regulation plan,
the rates existing on the eflective date of this act for all Basic Local Exchange
Telephone Services and Non-Basic Services as delined in Section 65-5-208 are deemed
affordable if the Incumbent Local Exchange Telephone Company's earned rate of return
on its most recent TPSC 3.01 report as audited by the Commission staff pursuant to
subsection (j) is equal to or less than the Company’s Current Authorized Fair Rate of
Return existing at the time of the Company’s application. {f the Incumbent Local
Exchange Telephone Company’s earned rate of return on its most recent TPSC 3.01
report as audited by the Commission staff pursuant to subsection (j} is greater than the
Company’s Current Authorized Fair Rate of Return, the Commission shall initiate a
contested, evidentiary proceeding to establish the initial rates on which the price
regulation plan is based. The Commission shall initiate such a rate-setting proceeding to
determine a fair rate of return on the Company’s rate base using the actual intrastate
operating revenues, expenses, rate base and capital structure from the Company’'s most
recent TPSC 3.01 report as audited by the Commission staff pursuant to subsection {j).
If the Incumbent Local Exchange Telephone Company’s earned rate of return is less
than its Current Authorized Fair Rate of Return, the Company may request the
Commission to initiate a contested, evidentiary proceeding to establish the initial rates
upon which the price regulation plan is based. Upon request by the Incumbent Local
Exchange Telephone Company. the Commission shall initiate such a contested,
evidentiary proceeding using the same rate-setting procedures described above. Rates
established pursuant to the above process shall be the initial rates on which a price
regulation plan is based, subject to such further adjustment as may be made by the
Commission pursuant to Section 65-5-207.

(d) If not resoived by egreement, the Commission shall, on petition of the
Competing Telecommunications Services Provider, hold a contested case proceeding
within thirty (30) days to establish initial rates for new interconnection services provided
by an Incumbent Local Exchange Telephone Company subsequent to the effective date
of this act, which rates shall be set in accordance with the provisions set forth in this
act. The Commission shall issue a final order within twenty (20} days of the

proceeding.

{e) A price regulation plan shall maintain affordable Basic and Non-Basic rates by



APPENDIX A

» Pages 7 of 10
Chapter No. 408] PUBLIC ACTS, 1896

regulation plan.

{f) Notwithstanding the annual adjustments permitted in subsection (e}, the
initial Basic Local Exchange Telephone Service rates of an Incumbent Local Exchange
Telephone Company subject to price regulation shall not increase for a period of four

(g) Nolwithstanding any other provision of this act, a price regulation plan shall
" permit a maximum annual adjustment in the rates for Interconnection Services that is
capped at the lesser of one-half (1/2) the percentage change in inflation for the United
States using the Gross Domestic Product-Price Index (GOP-PI) from the preceding year
as the measure of inflation, or the GOP-PI from the preceding year minus two (2)
percentage points. An Incumbent Local Exchange Telephone Company may adjust its
fates for Interconnection Services only so long as its aggregate revenues generated by
such changes do not exceed the aggregate revenues generated by the maximum rates
permitted by this subsection, provided that each new rate must comply with the
requirements of Section 65-5-208 and the non-discrimination provisions of this Title.
Upon filing by a Competing Telecommunications Service Provider of a complaint, such
rate adjustment shall become subject to Commission review of the adjustment'’s
compliance with the provisions of this act and rules promulgated under this act. The
Commission shalt stay the adjustment of rates and enter a final order approving,
modilying or rejecting such adjustment within thirty (30) days of the complaint.

{h) Incumbent Local Exchange Telephone Companies subject to price regulation
may set rates for Non-Basic Services as the company deems appropriate, subject to the
limitations set forth in subsections {e) and (g}, the non-discrimination provisions of this
Title, any rules or orders issued by the Commission pursuant to Section 65-5-208(c} and
upon prior notice to affected customers. Rates for call waiting service provided by an
Incumbent Local Exchange Telephone Company subject to price regulation shall not
exceed, for a period of four (4) years from the date the company becomes subject to
such regulation, the maximum rate in effect in the state for such service on the
effective date of this act.

(i} Incumbent Local Exchange Telephone Companies subject to price regulation
shall not be required to seek regulatory approval of their depraciation rates or schedules.

{) For any Incumbent Local Exchange Telephone Company electing price
regulation under Section 65-6-209(c}, the Commission shall conduct an audit to assure
that the TPSC 3.01 Report accurately reflects. in all material respects, the Incumbent
Local Exchange Telephone Company’s achieved results in accordance with Generally
Accepted Accounting Principles as adopted in Part 32 of the Uniform System of
Accounts, and the ratemaking adjustments to operating revenues, expenses and rate
base used in the Commission’s most recent order applicable to the Incumbent Local
Exchange Telephone Company. Nothing herein is to be construed to diminish the audit
powers of the Commission.

(k) Incumbent Local Exchange Telephone Companies subject to price regulation
shall maintain their commitment to the FYI Tennessee Master Plan to the comoletion of
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the funded requirements with any alterations to the plan to be approved by the
Commission.

SECTION 11. Tennessee Code Annotated, Title 65, Chapter 5, Part 2, is amended by
adding the following new language as:

Section 65-5-210. Commission Jurisdiction.

(a) In addition to any other jurisdiction conferred, the Commission shall have the
original jurisdiction to investigate, hear and enter appropriate orders to resolve all
contested issues of fact or law arising as a result of the application of this act.

{b) The Consumer Advocate shall retain all powers with respect to this act as is
provided in Tennessee Code Annotated, Section 65-4-118, or any future legislation.

SECTION 12. Nothing in this act shall be construed as removing the powers of the
Commission pursuant to Tennéssee Code Annotated, Section 65-5-202.

SECTION 13. Nothing in this Act shall affect the authority and duty of the Commission
1o complete any investigation pending at the time this act becomes effective.

SECTION 14, Nothing in this act shall be construed to affect the assessment for ad
valorem taxation of property used to provide telecommunications services, and to that end it is
declared that the fifty-five percent (55%) level of assessments shall remain applicable to
property used in whole or in part to provide telecommunications services other than cellular
telephone services, radio common carrier services, or long distance telephone services.

SECTION 15. The General Assembly shall evaluate the implementation of the provisions
of this act every two (2} vyears for not less than the next six (6) years by requiring the
submission of a report prepared by the Commission consisting of the following information:

{al The compliance of market participants with the provisions of this act;
(b} The status of universa! service in Tennessee:

{c) The availability of service capabilities and service offerings subdivided by
facilities-based and non-facilities-based, for each Telecommunications Services Provider;

(d) The number of customers, access lines served, and revenues, subdivided by
residential and business, for each Telecommunications Services Provider;

(e) The impact of federal telecommunications in.itiatives: .
{(f) The degree of technological change in the marketplace:
{g) The technical compatibility between providers;

(h) The service performance of providers; and,

{i)  Any other information the Commission considers necessary to proper
oversight and evaluation.

SECTION 16. Each Telecommunications Service Provider shall file with the commission
a small and minority owned telecommunications business participation plan within sixty (60)
days of the effective date of this act. Competing Telecommunications Service Providers shall
file such plan with the Commission with their application for a certificate. Such plan shall
contain such entity’s plan for purchasing goods and services from small and minority
telecommunications businesses and information on programs, if any, to provide technical
assistance to such businesses. All providers shall update plans filed with the commission
annually. For purposes of this act, the term “minority business® means a business which is
solaelv owned. or at least fiftv-one percent (519%) of the assets or outstanding stock of which is
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owned, by an individual who personally manages and controls the daily operations of such
business, and who is impeded from normal entry into the economic mainstream because of
race, religion, sex or nationa! origin and such business has annual gross receipts of less than
four million dollars {$4,000,000}. For purposes of this act, the term “small business” means a
business with annual gross receipts of less than four million doltars ($4,000,000).

SECTION 17. (a) The Department of Economic and Community Development, with
assistance from the Comptroller of the Treasury relative to loan guarantees, shall
develop by rule an assistance program for small and minority telecommunications
businesses no later than January 1, 1996. Such plan shall require Telecommunications
Service Providers and Competing Telecommunications Service Providers to contribute a
total of two million dollars ($2,000,000) each year for five (5) years for a total amount
of ten million dollars ($10,000,000) to fund the small and minority telecommunications
business assistance program. The Commission shall by rule determine the contribution
to be made each year by each Telecommunications Service Provider and each
Competing Telecommunications Service Provider to such program. The contribution of
each such entity shall be determined in accordance with the process used to determine
universal service support contributions in accordance with the provisions of Section
4{a). The small and minority telecommunications business assistance program shall
provide for loan guarantees, technical assistance and services, and consulting and
education services. The Department of Economic and Community Development shall
administer the small and minority telecommunications business assistance program
except that the Comptroller of the Treasury shall administer any loan guarantees
provided pursuant to such program. It is the legislative intent that such program be
designed with consideration of fair distribution of program assistance among the
geographic areas of the state with no more than forty percent (40%) of program
assistance to be awarded in any grand division and fair distribution of program
assistance among small and minority telecommunications businesses.

{b) The Department of Economic and Community Development shall give an
interim report on the development of the small and minority telecommunications
business assistance program to the House and Senate State and Local Government
Committees and to the House Commerce and Senate Commerce, Labor and Agriculture
Committees no later than September 1, 1995. Such committees shall report its
comments and recommendations on such report to the department within thirty (30)
days of receiving such report.

{c} The small and minority telecommunications business assistance program
developed by the Department of Economic and Community Development shall take
effect on March 1, 1996, unless modified or repealed by legislation enacted prior to
such date.

{d) There is established a general fund reserve to be allocated in accordance
with the small and minority telecommunications business assistance program created by
this act which shall be known as the small and minority telecommunications business
assistance program fund. Moneys from the fund may be expended in accordance with
such program. Any moneys deposited in the fund shail remain in the reserve until
expended for purposes consistent with such program and shall not revert to the general
fund on any June 30. Any interest earned by deposits in the reserve shall not revert to
the general fund on any June 30 but shall remain available for expenditure in
subsequent liscal years.

SECTION 18. If any piovision of this act or the application thereof to any person or
circumstance is held invalid, such invalidity shall not affect other provisions or applications of
the act which can be given effect without the invalid provision or application, and to that end
the provisions of this act are declared to be severabie.

SECTION 19. This act shall take elfect upon becoming a law, the public welfare
requiring it.
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BEFORE THE TENNESSEE REGULATORY AUTHORITY
NASHVILLE, TENNESSEE

December 9, 1998
IN RE:

APPLICATION OF BELLSOUTH
TELECOMMUNICATIONS, INC.
FOR A PRICE-REGULATION
PLAN

DOCKET NO. 95-02614

e e ) ' e

ORDER APPROVING BELLSOUTH TELECOMMUNICATIONS, INC.’S
APPLICATION FOR PRICE REGULATION PLAN

This matter came before the Tennessee Regulatory Authority (“Authority”) during a special
Authority Conference held on October 27, 1998, for consideration of BellSouth
Telecommunications, Inc.’s (“BellSouth”) application for a price regulation plan. In BellSouth
Telecommunications, Inc. v. Greer, 972 S.W.2d 663 (Tenn. Ct. App. 1997), appeal denied, Case
No. 01A01-9601-BC-00008 (June 15, 1998), the Tennessee Court of Appeals remanded this case to
the Authority “with directions to approve BellSouth’s application for a price regulation plan” and to
conduct “further proceedings consistent with the requirements of Tenn. Code Ann. § 65-5-209.”

On January 23, 1996, the Tennessee Public Service Commission entered an order, pursuant
to Tenn. Code Ann. § 65-5-209, implementing BellSouth’s price regulation plan and requiring that
BellSouth reduce its rates by approximately 56.3 million dollars. On October 1, 1997, in a lengthy
opinion, the Court of Appeals for the Middle Section of Tennessee vacated the order of the Public

Service Commission and remanded the matter to the Tennessee Regulatory Authority to approve



APPENDIX B
Pages 2 of 22

BellSouth’s price regulation application. The Court of Appeals issued another opinion on
November 19, 1997, denying motions for rehearing. On January 20, 1998, the Authority and the
Consumer Advocate Division Office of the Attorney General (“Consumer Advocate™) filed in the
Tennessee Supreme Court an application for permission to appeal the Court of Appeéls’ decision.
The Supreme Court denied that application on June 15, 1998.

On June 29, 1998, the Court of Appeals issued its mandate to the Authority to implement
the Court’s decisions of October 1, 1997 and November 19, 1997. On July 10, 1998, BellSouth
filed a Motion to Implement Appellate Court’s Mandate (“Motion to Implement”). Thereafter, this
matter was considered at the Authority Conference on July 21, 1998, for the purpose of requesting
interested parties to file responses to BellSouth’s motion.! Responses were submitted to the
Authority by the following parties: Consumer Advocate Division, Office of the Attorney General
(“Consumer Advocate”); MCI Communications, Corp. (“MCI”); AT&T Communications of the

South Central States, Inc. (“AT&T”) and American Association of Retired Persons (“AARP”).

Pending before the Authority at the October 27, 1998, Special Authority Conference were:
(1) BellSouth’s Motion to Implement Appellate Court’s Mandate; and (2) a “Motion to Begin
Afresh or Alternatively a Complaint or Petition,” as amended, filed by the Consumer Advocate.
L. FINDINGS OF FACT AND CONCLUSIONS OF LAW

A. Procedural History

On June 20, 1995, BellSouth filed an application with the Tennessee Public Service

Commission (“Commission”) to operate under price regulation pursuant to Tenn. Code Ann. § 65-

' At the July 21, 1998, Authority conference the Directors voted to receive in Docket No. 95-02614 written responses
from parties to be filed within fourteen (14) days. The American Association of Retired Persons (“AARP”)
subsequently requested a one day extension for filing its response which was granted by the Authority at its August
18, 1998, Conference.
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5-209. The application requested that the Commission enter an order approving a price regulation
plan for BellSouth effective October 1, 1995, with the initial rates being those in effect on June 6,
1995.

On September 15, 1995, the Commission Staff issued its Report of BellSouth’s Form 3.01
report for the twelve months ended March 31, 1995, which the Commission had concluded was the
appropriate 3.01 report to audit under Tenn. Code Ann. § 65-5-209(j). The Report stated:

Except for three corrections made by the Staff, the rate of return reported on the

March, 1995 TPSC 3.01 Report is accurately taken from the Company’s books and

records, and reflects Commission ordered ratemaking adjustments. Nothing came to

our attention to indicate that the Company had not complied with Generally

Accepted Accounting Principles or USOA, Part 32, accounting. The corrected rate

of return for the twelve months ended March 1995 as taken from the books is

10.30%.
The audited return of 10.30% was below BellSouth’s then authorized return of 10.65% - 11.85%.

The Report also reflected that the Commission Staff adjusted BellSouth’s corrected rate-of-
return for out of period adjustments, abnormal or unusual financial occurrences, and known changes
occurring through March 31, 1995, which resulted in an “adjusted” return of 12.74%. Because this
“adjusted” return was above BellSouth’s authorized rate of return, the Staff recommended that the
Commission conduct a contested case hearing to set BellSouth’s initial rates for price regulation
purposes.

On September 20, 1995, the Commission accepted the Staff’s audit report and subsequently
convened a contested case proceeding for the purpose of establishing BellSouth’s rates prior to

entering price regulation. On January 23, 1996, the Commission entered its order implementing a

price regulation plan for BellSouth, finding that BellSouth’s rate of return should be 10.35% and
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requiring that BellSouth file tariffs to reduce its rates by $56.285 million dollars (356,285,000),
consistent with the rate design established by the Commission.?

On February 14, 1996, BellSouth filed a petition for review with the Tennessee Court of
Appeals. BellSouth contended that the Commission’s “adjustments” to BellSouth’s earned rate of
return were unlawful and that its initial rates for the purposes of price regulation should have been
those rates existing as of June 6, 1995, because BellSouth’s earned rate of return on its most recent
Form 3.01 Report as audited by the Commission Staff was less than BellSouth’s authorized rate of
return.’

On October 1, 1997, the Court of Appeals entered its order and opinion vacating the
Commission’s January 23, 1996, Order and all earlier entered orders. The Court held that Tenn.
Code Ann. § 65-5-209(j) empowered the Commission to audit BellSouth’s Form 3.01 Report for
the following purposes: (1) to verify that the information on the report accurately reflects the
information in BellSouth’s books and records; (2) to verify that the report was prepared consistently
with generally accepted accounting principles; and (3) to verify that BellSouth’s calculations
reflected the Commission’s previously issued orders. 972 S.W.2d at 680. The Court stated that
“[tJhe Commission’s authority to adjust the figures on the Form PSC-3.01 Report is limited to

correcting errors with regard to these three categories.” /d.

% The Commission’s Order of January 23, 1996, reflects a two to one (2-to-1) decision, in which Commissioner Sara
Kyle and Chairman Keith Bissell supported the above-mentioned reduction in BellSouth’s rates. Commissioner Steve
Hewlett concurred with the overall rate reduction, however, he did not concur with the rate design adopted by the
majority.

> AT&T also filed a petition for review of the Commission's order, alleging that the Commission had failed to follow
the proper standards and procedures in implementing a price regulation plan for BellSouth. According to AT&T,
before an application for price regulation can be approved, the tariff and rate for each service offered by an incumbent
must be reviewed to determine whether they are just and reasonable as well as nondiscriminatory. The Court rejected
this position and specifically stated that “the Commission had already determined that these rates and tariffs were just
and reasonable and nondiscriminatory, it is not required to make the determination again absent some specific reason

to do s0.” See 972 S.W.2d at 682.
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The Court of Appeals concluded that the Commission exceeded its authority by adjusting the
earned rate of return reflected on BellSouth’s Form 3.01 Report “to compensate for out of period
items, abnormal or unusual expenses, and known changes.” According to the Court:

[The Commission] had already concurred with its staff’s conclusion that the rate of

return on BellSouth’s corrected Form PSC-3.01 report was 10.30%. Since this rate

did not exceed BellSouth’s currently authorized rate of return of between 10.65 and

11.85%, the Commission should have found that BellSouth’s existing rates were

affordable under Tenn. Code Ann. § 65-5-209(a) and should have approved

BellSouth’s application for a price regulation plan based on BellSouth’s rates existing

on June 6, 1995 as required by Tenn. Code Ann. § 65-5-209(c).

Id. In addition to vacating the Commission’s orders, the Court of Appeals remanded the case to the
Authority “with directions to approve BellSouth’s application for a price regulation plan.” Id. at
682. The parties filed petitions for re-hearing before the Court of Appeals.

On November 19, 1997, the Court of Appeals issued an order denying the petitions for
rehearing. BellSouth in its petition asked the Court of Appeals to fix the effective date of its price
regulation plan as March 1, 1996. The Court noted that its “October 1, 1997 opinion settles the
dispute concerning what Tenn. Code Ann. § 65-5-209 requires. Now it falls upon the Tennessee
Regulatory Authority to consider BellSouth’s application for a price regulation plan in accordance
with Tenn. Code Ann. § 65-5-209.” Id. at 683.

On January 20, 1998, the Authority and the Consumer Advocate filed an application for
permission to appeal with the Tennessee Supreme Court. The Supreme Court denied the

application on June 15, 1998, and on June 29, 1998, the Court of Appeals issued its mandate to the

Authority.
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B. Contentions Of The Parties

1. BellSouth

In its Motion to Implement, BellSouth urges the Authority as a matter of law to approve its
application for price regulation, contending that it seeks nothing more and nothing less than what
BellSouth requested in its June 20, 1995 application. BellSouth further contends that the Authority
must approve its application without a new audit and hearings by noting that, had the Commission
acted lawfully, BellSouth would have been operating under a price regulation plan effective October
1, 1995, with initial rates being those in effect on June 6, 1995, and that BellSouth should not be
penalized for the Commission's failure to follow the law.

BellSouth supports its position by asserting that the Court of Appeals held that the
Commission “should have found that BellSouth's existing rates were affordable under Tenn. Code
Ann. § 605-5-209(a) and should have approved BellSouth's application for price regulation based on
BellSouth's rates existing on June 6, 1995, as required by Tenn. Code Ann. § 65-5-209(c).” Greer,
972 S.W.2d at 680. Accordingly, BellSouth asserts that the Court of Appeals has remanded this
case with explicit instructions for the Authority to approve BellSouth's application for a price
regulation plan.

BellSouth also cites Hoover, Inc. v. Metropolitan Board of Zoning Appeals for Davidson
County, Tennessee, 955 SW.2d 52, 55 (Tenn. Ct. App. 1997), and Getty v. Federal Savings &
Loan Ins. Corp., 805 F.2d 1050, 1061 (D.C. Cir. 1986), for the proposition that the fundamental
purpose of a remand is to place the parties and the agency in the position they would have been in
had the agency not acted improperly. BellSouth further anchors its position by opining that the

Authority cannot lawfully conduct further proceedings, specifically that the Authority cannot
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conduct an audit of BellSouth's most recently filed Form 3.01 Report. It states that convening a
proceeding to conduct such an audit would violate Tenn. Code Ann § 65-5-209 as interpreted by the
Court of Appeals.

While contending that the Authority must approve its application for price regulation,
BellSouth acknowledges that putting it in the same position it would have been in had the
Commission not acted improperly poses certain practical difficulties. Accordingly, contingent upon
the approval of its application for price regulation with an effective date of October 1, 1995, based
on the rates existing on June 6, 1995, and the adoption of the price regulation methodology
stipulated to in In re: United Telephone Southeast, Inc. Tariff No. 96-201 to Reflect Annual Price
Cap Zdjustment, Docket No. 96-01423, BellSouth stated that it would not object to entry of an

order which also provides that:

(1) increases in the initial rates for Basic Local Exchange Telephone Service
shall not occur until August 1, 2002, consistent with Tenn. Code Ann. § 65-
5-209(%);

(2) increases in the rates for Call Waiting shall not occur until August 1,
2002, consistent with Tenn. Code Ann. § 65-5-209(h);

(3) annual adjustments in basic and nonbasic rates pursuant to Tenn. Code
Ann. § 65-5-209(e) shall be calculated from August 1, 1998, and the
calculation of the Service Price Index for basic and nonbasic services shall be
based upon service volumes for the month of August for the year of the
annual filing and upon service prices in effect on August 1, 1998 or as reset
by the TRA under Tenn. Code Ann. § 65-5-207; and

(4) annual adjustments in Interconnection Services pursuant to Tenn. Code
Ann. § 65-5-209(g) shall be calculated from August 1, 1998.

(BellSouth’s Memorandum in Support of Motion to Implement Appellate Court’s Mandate, at 5).
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2. Consumer Advocate Division

In its Motion to Begin Afresh, filed on July 22, 1998, the Consumer Advocate takes the
position that the Authority should begin the hearing process afresh before approving BellSouth's
application for a price regulation plan. The Consumer Advocate’s argument shifts between what it
construes the law to require the Authority to do and what it believes the Authority should do based
upon the Consumer Advocate’s view of sound and substantive policy in evaluating BellSouth's
application at this point in time.

The salient points of the Consumer Advocate’s arguments are as follows: (1) economics
have changed, and BellSouth was not and is not operating pursuant to a price regulation plan
catisfng existing rates and prior rates to be unjust and unreasonable; (2) Tenn. Code Ann. §§ 65-5-
201 and 65-5-203(c) are applicable to BellSouth until it is validly regulated under another valid
order and regulatory mechanism; (3) because the effective date of price regulation is linked to
affordable rates, it is inappropriate to use results from administrative procedures related to a
different effective date in lieu of procedures to ensure affordability at a later date; (4) the
Commission Staff audit did not assure that the Form 3.01 report accurately reflected in all material
respects BellSouth's achieved results in accordance with Generally Accepted Accounting Principles
(“GAAP”) as adopted in Part 32 of the Uniform System of Accounts, and the appropriate
ratemaking adjustments;* (5) the Commission Staff recognized that it had not performed audit work
necessary to attest to BellSouth's compliance as is required by Tenn. Code Ann. § 65-5-209; 6)

failure to start afresh would place BellSouth in an improved position and the Authority should not

“ In fact the CAD asserts that the procedural error began with the Tenn. Code Ann § 65-5-209 (j) audit and that the
audit should begin afresh and an opportunity for a contested casc on the ensuing audit should be granted. It should be
noted that this prong of the CAD’s attack on the audit was originally raised before the Commission, but not pursucd
by the CAD before the Court of Appeals.
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improve BellSouth's position, citing Getty v. Federal Savings & Loan Insurance Corporation; (7)
the Consumer Advocate asserts that it has a due process right to challenge the Commission Staff’s
Report, a right denied by the Commission, and that the Authority must advocate that BellSouth’s
3.01 Report is in accordance with GAAP and Part 32 through witnesses subject to cross-
examination; (8) that BellSouth is operating pursuant to TRA Rule 1220-4-2-55, and that BellSouth
is estopped from denying the same.

3. AT&T

In asserting its position, AT&T relies upon the Court of Appeals' findings that the
Commission exceeded its authority by making adjustments to BellSouth's Form 3.01 report and that
the Commission should have found that BellSouth's rates were affordable and should have approved
its application for a price regulation plan based on its rates existing on June 6, 1995. In so doing
AT&T has alleged that BellSouth’s Motion to Implement makes an unwarranted leap from what the
Commission should have done to a conclusion as to what the Authority must now do. AT&T
argues that the Court of Appeals' action of vacating not only the Commission’s January 23, 1996,
Order, but also all prior related orders with respect to BeliSouth's application, is an indication that
the Authority must now consider afresh BellSouth's application for a price regulation plan in
accordance with Tenn. Code Ann. § 65-5-209 as construed by the Court. AT&T additibnally takes
the position, as does the Consumer Advocate, that any person in this proceeding, including AT&T,
whose legal rights and privileges are affected by the Authority's interpretation or use of the
Commission Staff audit would have the right to a contested case hearing to challenge that

interpretation or use.
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AT&T also argues that nothing in Tenn. Code Ann. § 65-5-209, or in any other statute or
opinion of the Court, gives the Authority the power to approve, implement, or make effective a
price regulation plan retroactively. Thus, according to AT&T, the Authority has no power to
approve, implement, or make effective BellSouth's price regulation plan as stated in BellSouth's
original application. AT&T argues that the limitation on the power of the Authority to make
BellSouth's price regulation plan effective as of October 1, 1995, is not only practical, but is also
imposed by law. BellSouth's Motion to Implement seeking the approval of its price regulation plan
effective October 1, 1995, according to AT&T, is inconsistent with the law.

Finally, AT&T, in noting the passage of time between the Commission Staff audit and these
proceedings, conclude that a report for the period ending March 31, 1995, filed in June 1995, could
not be considered “most recent” for the purpose of implementing and making effective a price
regulation plan in 1998.

4. American Association of Retired Persons

AARP basically argues that BellSouth's Motion to Implement should be rejected because it
does not follow the procedures set forth in the Court of Appeals' October 1, 1997, opinion and its
November 19, 1997, decision on rehearing. AARP asserts that; ( 1) the Court of Appeals did not
address the question of which Form 3.01 report should be used when implementing BellSouth's
price regulation plan; (2) the Authority must now exercise its own expertise and decide this issue;
and (3) since the Commission’s January 23, 1996, Order has been vacated, the Authority must now
issue a completely new order that addresses the substance or merits of BellSouth's price regulation
plan. According to AARP, BellSouth's proposal does not address the substance or merits of

BellSouth's price regulation plan; rather it simply approves the rates in effect today. AARP also

10
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contends, similar to the positions put forth by the Consumer Advocate and AT&T, that the
Authority must now conduct a complete audit since the Commission Staff’s audit of BellSouth’s
Form 3.01 report is only a partial audit.

C. Discussion

The Court of Appeals’ October 1, 1997, decision and the Court’s subsequent decision on
November 19, 1997, denying BellSouth’s motion for rehearing have become the law of this case and
operate as the legal interpretation of the requirements of Tenn. Code Ann. § 65-5-209. In fact, in its
decision on rehearing, the Court referred to its October 1, opinion as providing guidance to the
Authority in further considering BellSouth's application. See Greer, 972 S.W.2d at 683 The
Court’s October 1, opinion, makes it clear that consideration pursuant to Section 65-5-209 requires
the approval of BellSouth’s application for a price regulation plan.

While all parties agree unequivocally that the Authority has been directed by the Court of
Appeals to approve BellSouth’s application for a price regulation plan, there is disagreement among
the parties as to what manner and under what circumstances Authority approval is to be effectuated.
For example, the Consumer Advocate, AT&T, and the AARP question which Form 3.01 report
should be used as a basis for the approval of BellSouth’s application for price regulation. These
parties contend that the Authority should rely upon BellSouth’s most recent Form 3.01 Report,
which would necessitate a new audit. BellSouth asserts that the Authority should rely on the March
31, 1995 Form 3.01 report.

The Court of Appeals construed Tenn. Code Ann. § 65-5-209(c) as requiring “an audit of
the existing telephone company’s most recent Form PSC-3.01 report available when the company

filed its application for a price regulation plan.” 972 S.W.2d at 668, n.14. BellSouth had already

11
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filed a Form PSC-3.01 report for the twelve months ending on March 31, 1995, when it applied for
a price regulation plan. It is reasonable to conclude from the Court of Appeals’ opinion that the
March 31, 1995 Report “was BellSouth's most recent report” for purposes of the Section 65-5-
209(j) audit. Id. Thus, in considering BellSouth’s application for a price regulation plan, the
Authority is relying upon BellSouth’s Form 3.01 report for the twelve months ending on March 31,
1995. To do otherwise would, in the opinion of the Authority, be contrary to the Court’s October
1, 1997, opinion.

AT&T asserts that BellSouth “amended” its June 20, 1995, application for a price regulation
plan by filing its Motion to Implement which contained an offer to extend the caps on the rates for
basic services and Call Waiting until 2002. Thus, according to AT&T, the most recent Form 3.01
report for purposes of the audit is at least the Form 3.01 report on file at the time BellSouth filed its
Motion to Implement on July 10, 1998.

BellSouth’s Motion to Implement only requested that the Authority enter an order approving
the application that BellSouth filed for price regulation on June 20, 1995, including the originally
requested effective date of October 1, 1995. BellSouth’s statement that it would not object, under
specified circumstances, to the entry of an order granting BellSouth's application and making
BellSouth subject to price regulation on a going forward basis does not constitute an amendment to
the price regulation application. AT&T’s position fails to consider that the purpose of the remand
from the Court of Appeals is to place BellSouth and the Authority in the position that they would
have been in had the Commission not acted improperly. See Hoover, 955 S W.2d at 55. It is clear
to the Authority that in remanding this case to the Authority, with directions to approve BellSouth's

application, the Court intended that the Authority consider BellSouth’s pending application.

12
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BellSouth’s Motion to Implement only proposed a manner in which the Authority could move
forward in a case that had “new life” breathed into it by action of the Court and did not constitute an
amended price regulation application.

The Consumer Advocate, AT&T, and the AARP also object to the Authority's reliance upon
the March 31, 1995, Form 3.01 report in approving BellSouth’s price regulation plan, arguing that
the Commission Staff audit of that report does not comport with the requirements of Tenn. Code
Ann. § 65-5-209(j). For example, the Staff audit report contains a “statement of negative
assurance,” which does not meet the positive assurance requirements of generally accepted auditing
standards and which is a prohibited expression in an auditor's report in conformity with GAAP.
Fuithermore, Mike Gaines, then Manager of the Commission’s Telecommunications Section,
testified that the Commission “simply did not have the staff or time available to do an audit
necessary to issue a positive opinion that the company’s accounting was in accordance with GAAP
and Part 32 Accounting” and acknowledged that the Commission Staff relied upon the work of
other a;Jditors, even though the Staff “did not talk with the auditors or review the work papers
related to those audits.” Notwithstanding the qualifying language in the Commission Staff audit
and any deficiencies in the process employed by the Staff, the audit report of BellSouth’s March 31,
1995, Form 3.01 report was presented to the Commission intact and was determined by the

Commission to be in compliance with Section 65-5-209(j). The Commission voted unanimously to

5 Whether or not the Commission Staff conducted an audit that complied with the requirements of Section 65-5-
209(j), the Authority rejects the AARP's argument that the Commission Staff “may have improperly included an
adjustment under the abnormal and unusual category rather than the staff corrections to [Net Operating Income]
category.” While there may be a question in the AARP’s mind under which category this adjustment should fall, an
important aspect of conducting an independent audit is to render professional judgment. Substituting a party's
Jjudgment for that of the Commission’s auditors is a proposition that could result in as many different judgments as
there are parties, and, in the Authority’s view, goes far afield of what must be decided in approving BellSouth’s
application for a price regulation plan.

13



APPENDIX B
Pages 14 of 22

set BellSouth’s rates based on expenses, revenues, and rate base from the Staff audit report of
BellSouth’s March 31, 1995, Form 3.01 report.

It should be noted that in its summary of the case’s history, the Court stated that the
Commission Staff concluded that BellSouth’s March 31, 1995, Form 3.01 report “complied with the
generally accepted accounting principles as adopted in Part 32 of the Uniform System of Accounts.”
972 S.W.2d at 668. The Court of Appeals also specifically found that the Commission “concurred
with its staff's conclusion that the rate of return on BellSouth's corrected Form PSC-3.01 Report
was 10.30 percent.” The Court concluded that “the Commission should have found that BellSouth's
existing rates were affordable under Tenn. Code Ann. § 65-5-209(a), and should have approved
BellSouth's application for a price regulation plan based on BellSouth's rates existing on June 6,
1995, as required by Tenn. Code Ann. § 65-5-209(c).” 972 S.W.2d at 680.

It is not clear whether the Court fully considered the meaning of a negative assurance
statement, or whether it fully considered its meaning and notwithstanding such consideration, chose
the language that it did. The Court’s opinion does not discuss the technical definitions or the
significance of the accounting principles dictated by GAAP or by Part 32 of the USOA.
Nonetheless, the grammatical change the Court made to the Commission Staff’s actual statement
transformed the Commission Staff’s technically correct statement of negative assurance to a
technically incorrect positive statement of compliance. Still, however, given the Court’s statement
that the Commission concluded that the audit complied with GAAP as adopted in Part 32 of the
USOA, it is reasonable to conclude that the testimony of witnesses in the record persuaded the

Court that even if the audit contained some flaws, such flaws were not material to the result of the
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finding that BellSouth’s rate of return from the March 31, 1995, Form 3.01 Report was 10.3
percent.

Although the Commission Stafl’s audit report contained a statement of negative assurance,
the Court of Appeals had before it the testimony of Mike Gaines who headed the Staff audit. Mr.
Gaines testified before the Commission under cross-examination by James Harralson of BellSouth
during the hearing on November 1, 1995, to the following;

Q: If stated in accordance with generally accepted accounting principles as

adopted by Part 32, and in accordance with ratemaking adjustments from the
August 20, 1993, order in the company's last rate case, what should the rate

of return on line 29 be?

A: 10.30.

(Nov. 1, 1995 Tr,, Vol. I at 89). From this response, even with the negative assurance of the audit,
the Court reasonably could have concluded that the result of the audit, i.e, a finding that
BellSouth’s earned rate of return was 10.30%, would have been the same had the audit contained a
positive opinion. Based upon the evidence in the record, the Authority concludes that the Court of
Appeals found that the lack of a positive opinion was not material to the ultimate result,
Furthermore, other than the improper adjustments challenged by BellSouth, none of the other parties
raised an issue on appeal as to whether the audit, absent such adjustments, complied with the
requirements of Section 65-5-209(j).

After carefully and painstakingly reviewing the record before it, the Court rendered a well-
written and well-reasoned opinion that the Authority is bound to follow. The Authority has received

this remand from the Court of Appeals with a lawful directive to approve BellSouth’s application for
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a price regulation plan. After reviewing the Court's opinion and the briefs of the parties, the
Authority must conclude that the Court said what it meant and meant what it said.

The Consumer Advocate, AT&T, and the AARP argue eloquently, capably, and forcibly
that the Authority must rehear all issues anew. In support of their position, these parties rely upon
the Court of Appeals’ language that its “October 1, 1997, opinion settles the dispute concerning
what Tenn. Code Ann. Section 65-5-209 requires” and that “it now falls upon the Tennessee
Regulatory Authority to consider BellSouth's application for a price regulation plan in accordance
with Tenn. Code Ann. Section 65-5-209.” 972 S.W.2d at 683. This language however, does not
constitute the whole of the Court's opinion. Equally applicable with respect to this remand is that
the Court, after outlining what it considered to be the Commission’s errors in conducting the audit,
determined that, absent the improper adjustments, the audit performed by the Commission Staff was
sufficient under Section 65-5-209 to approve BellSouth's application. This is set forth in the
following language of the Court’s opinion:

The Commission exceeded its authority under Tenn. Code Ann. § 65-5-209(¢c) & (j)
by adjusting the figures in BellSouth’s Form PSC-3.01 report to compensate for out
of period items, abnormal or unusual expenses, and known charges. It had already
concurred with its staff’s conclusion that the rate of return on BellSouth’s corrected
Form PSC-3.01 report was 10.30%. Since this rate of return did not exceed
BellSouth’s currently authorized rate of return of between 10.65 and 11.85%, the
Commission should have found that BellSouth’s existing rates were affordable under
Tenn. Code Ann. § 65-5-209(a) and should have approved BellSouth’s application
for a price regulation plan based on BellSouth’s rates existing on June 6, 1995, as
required by Tenn. Code Ann. § 65-5-209(c).
972 S.W.24 at 680.
Additional language to this effect appears in the October 1, 1997, decision wherein the Court

addresses AT&T’s arguments concerning the procedure followed by the Commission. The Court

again indicates that the audit performed by the Commission Staff, without the adjustments
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challenged by BellSouth, complied with the requirements of Section 65-5-209(j) and was sufficient
to support a determination that BellSouth’s rates were affordable under Section 65-5-209(c) so as
to require the Commission’s approval of BellSouth’s application. The Court stated:

AT&T also argues that the Commission did not complete its task because it failed to
review each of BellSouth’s rates and tariffs to determine whether they were
affordable and non-discriminatory. We need not address this issue in light of our
holding that the Commission should have approved BellSouth’s application for a
price regulation plan based on the rates in existence on June 6, 1995. Since the
Commission had already determined that these rates and tariffs were just and
reasonable and nondiscriminatory, it is not required to make this determination again
absent some specific reason to do so.

972 5.W.2d at 681-682 (footnote omitted).

Moreover, the Court chose language in its remand which specifically relies on the action
taken by the Commission and which indicates that in the Court’s judgment, which judgment the
Authority is now bound to enforce, the Commission Staff audit complies sufficiently with the statute
such that this Authority is required to proceed to approve BellSouth’s application without
performing another audit. The Court closes its October 1 opinion with the following language:

In summary, we vacate the Commission’s January 23, 1996 order and all related

orders with regard to BellSouth's application for a price regulation plan. Since the

Commission has adopted its staff's conclusion that BellSouth’s rate of return reported

on its Form PSC-3.01 Report for the twelve months ending March 31, 1995 is less

than its current authorized rate of return, we remand the case to the Tennessee

Regulatory Authority with directions to approve BellSouth’s application for a price

regulation plan. In light of our conclusion that the Commission did not have the

Authority to adjust the actual results on BellSouth’s Form PSC-3.01 Report, we

need not consider the remaining issues raised by BellSouth and AT&T. These issues

and all other issues raised by the parties are accordingly pretermitted.

972 S.W.2d at 682.
Finally, the Court’s October 1, 1997, opinion sets forth the reasons why the adjustments to

BellSouth's rate of return made by the Commission Staff were not permissible under the scope of the
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audit contemplated by Section 65-5-209(j). The Court could have but did not discard the entire
audit. To the contrary, by making statements such as the Commission should have approved
BellSouth's application and “we remand the case to the TRA with directions to approve BellSouth's
application for a price regulation plan,” the plain language of the Court’s opinion reveals that the
court determined that the remainder of the audit is legally sound, that no further audit is necessary,
and that the Authority had no discretion other than to approve BellSouth's application for price
regulation plan “absent some specific reason to do so.” Given the strength of the Court’s
acceptance of Commission Staff’s audit as being 65-5-209(j) compliant, such specific reasons are
not present in this case.

The Authority is unpersuaded by AT&T’s contention that any person, including AT&T,
whose legal rights and privileges are affected by the Authority’s interpretation or use of the
Commission Staff’s audit has the right to a contested case hearing to challenge that interpretation or
use. Equally unpersuasive is the Consumer Advocate’s assertion that it has a due process right to
challenge the Staff’s audit report which was denied to it by the Commission. With respect to
AT&T’s contention, the Court of Appeals’ holding that BellSouth was entitled to a hearing on the
Commission Staff’s audit was limited solely under the circumstances presented in this case to
BellSouth.  Further, both AT&T’s and the CAD’s arguments are inconsistent with Consumer
Advocate Division v. Bissell, 1996 Tenn. App. LEXIS 528, *12 (Tenn. Ct. App. Aug. 28, 1996)
(holding that “tariff does not violate the due process rights of the ratepayers because it raises or
lowers their rates without a hearing”), and AT& T Communications of the South Central States, Inc.

v. Greer, 1996 Tenn. App. LEXIS 776, *11 (Tenn. Ct. App. Dec. 6, 1996).
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With respect to the effective date of BellSouth's price regulation plan, certain parties have
raised issues of retroactivity and the amendment of BellSouth’s application. AT&T states that,
“Nothing in TCA Section 65-5-209 or in any other statute or in any opinion of the Court gives the
TRA the power to approve, implement, or make effective the price regulation plan retroactively.
Thus, the TRA has no power to approve, implement, or make effective BellSouth’s price regulation
plan as stated in BellSouth’s original application.” After reviewing the Court’s opinion and the
filings, a determination by this Authority that BellSouth’s price regulation plan would have been
effective October 1, 1995, had the Commission acted lawfully is squarely within the Authority’s
discretion. The Authority concludes further that BellSouth’s Motion to Implement does not
constitute an amendment to BellSouth’s price regulation application. The fact that BellSouth stated
in its Motion to Implement that it would not object, under specified circumstances, to the entry of an
order that grants BellSouth’s application but makes BellSouth subject to price regulation on a going
forward basis does not constitute an amendment to the price regulation application. The Authority
exercises its discretion and finds that October 1, 1995, is the appropriate effective date. Approving
BellSouth’s application for a price regulation plan with an effective date of October 1, 1995, is
necessary to place BellSouth in the position that it would have been in had the Commission not
erred, which is consistent with the Court of Appeals’ opinion.® October 1, 1995, is the effective
date that BellSouth had requested in its application filed on June 20, 1995, and would have been the
effective date of BellSouth’s plan had the Commission acted in a manner consistent with the

requirements of Tenn. Code Ann. § 65-5-209.

¢ It also is consistent with the general purpose of a remand announced by the Court of Appeals in Hoover v.

Metropolitan Board of Zoning, where the Cour stated that the general purpose of remand is to “place the partics and
the Agency in the position they would have been in had the agency not acted improperly.
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As noted in Getty v. Federal Savings & Loan Insurance Corporation, the remand should not
be used to place the petitioner in a better position. The Authority’s decision here does not do that.
Here, but for the errors of the Public Service Commission, BellSouth would have been operating
pursuant to & price regulation plan sometime in 1995 with the initial rates being those existing as of
June 6, 1995. This is supported by the Court of Appeals in its October 1, 1997 decision, when it
stated that the Public Service Commission “should have found that BellSouth’s existing rates were
affordable under Tenn. Code Ann. § 65-5-209(a) and should have approved BellSouth's application
for a price regulation plan based on BellSouth's rates existing on June 6, 1995 as required by Tenn.
Code Ann. § 65-5-209(c).” 972 S.W.2d at 680.

The potential benefits of price regulation are numerous. Price regulation provides BellSouth
with greater flexibility in pricing, allowing it to respond to competitive pressures and the changing
cost structures of the telecommunications industry. Price regulation also provides sustained
incentives for BellSouth to improve its economic performance through productivity increases and
cost reductions. Price regulation encourages BellSouth to make appropriate investments and
capacity expansion. These improvements should facilitate BellSouth’s deployment of new service
offerings desired by Tennessee consumers, while also providing BellSouth the opportunity to earn a
return that is sufficient to attract necessary capital investment.’

Based on the foregoing and consistent with the mandate and the opinion of the Court of
Appeals on remand of BellSouth Telecommunications, Inc. v. Greer, the Directors voted
unanimously to approve BellSouth’s application for a price regulation plan with an effective date of

October 1, 1995, with the initial rates being those existing as of June 6, 1995. The Directors also

! The comments contained in this paragraph were made by Director Greer.
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voted unanimously to accept and adopt the terms offered in the Memorandum in Support of
BellSouth Telecommunications, Inc.’s Motion to Implement Appellate Court’s Mandate with the
exception that all references to August dates be changed to December.

The motion to approve having been adopted unanimously by the Directors renders moot the
Consumer Advocate’s Motion to Begin Afresh.

IT IS THEREFORE ORDERED THAT:

1. BellSouth’s application for a price regulation plan with an effective date of
October 1, 1995 with the rates existing on June 6, 1995, is hereby approved.

2. BellSouth’s price regulation plan shall be subject to the price regulation methodology
stipulated to in In re: United Telephone Southeast, Inc. Tariff No. 96-201 to Reflect Annual Price
Cap Adjustment, Docket No. 96-01423.

3. Increases in BellSouth’s initial rates for Basic Local Exchange Telephone Service
shall not occur until December 1, 2002, consistent with Tenn. Code Ann. § 65-5-209(1).

4. Increases in BellSouth’s rates for Call Waiting shall not occur until December 1,
2002, consistent with Tenn. Code Ann. § 65-5-209(h).

5. Annual adjustments in BellSouth’s basic and nonbasic rates pursuant to Tenn. Code
Ann. § 65-5-209(e) shall be calculated from December 1, 1998, and the calculation of the Service
Price Index for basic and nonbasic services shall be based upon service volumes for the month of
December for the year of the annual filing and upon service prices in effect on December 1, 1998 or

as reset by the Authority under Tenn. Code Ann. § 65-5-207.

6. Annual adjustments in BellSouth rates for Interconnection Services pursuant to Tenn.

Code Ann. § 65-5-209(g) shall be calculated from December 1, 1998.
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7. The Motion to Begin Afresh filed by the Consumer Advocate is moot.

8. Any party aggrieved by the Authority’s decision in this matter may file a Petition for
Reconsideration with the Authority within ten (10) days from the date of this Order.

9. Any party aggrieved with the Authority decision in this matter has the right of judicial
review by filing a Petition for Review in the Tennessee Court of Appeals, Middle Division, within

sixty (60) days from and after the date of this Order.

DIRECTOR /

%aé?‘gz

DIRECTOR

ATTEST:
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APPENDIX J
BEFORE THE TENNESSEE REGULATORY AUTHORITY

NASHVILLE, TENNESSEE
April 9, 1998

IN RE:

AVR OF TENNESSEE, L.P. d/b/a HYPERION OF
TENNESSEE, L.P., APPLICATION FOR A
CERTIFICATE OF PUBLIC CONVENIENCE AND
NECESSITY TO EXTEND TERRITORIAL AREA
OF OPERATIONS TO INCLUDE THE AREAS
CURRENTLY SERVED BY TENNESSEE
TELEPHONE COMPANY

Docket No.: 98-0001

S S ' et St “wt “nt st g’

ORDER DENYING HYPERION’S APPLICATION FOR A CERTIFICATE OF PUBLIC
CONVENIENCE AND NECESSITY TO EXTEND ITS SERVICE TERRITORY INTO
AREAS CURRENTLY SERVED BY TENNESSEE TELEPHONE COMPANY

On March 10, 1998, this matter came before the Tennessee Regulatory Authority (the
“Authority”) at a regularly scheduled and properly noticed Directors’ Conference, for a decision
on the Application of AVR of Tennessee, L.P. d/b/a Hyperion of Tennessee, L.P. (“Hyperion™)
for a Certificate of Public Convenience and Necessity (“CCN”) to extend its territorial area of
operations to include the areas currently served by Tennessee Telephone Company. Hyperion’s

pleading will be referred to hereinafter as the “Application.”

BACKGROUND
On January 2, 1998, Hyperion filed its Application, pursuant to Tenn. Code Ann. § 65-4-
201(b), and requested that the Authority interpret Section 253(a) of the federal
Telecommunications Act of 1996 (the “Act”) as a prohibition against the enforcement of Tenn.

Code Ann. § 65-4-201(d), to the extent that Tenn. Code Ann. § 65-4-201(d) would deny




Hyperion the ability to provide competing telecommunications services within the service territory
of Tennessee Telephone Company.! On January 14, 1998, Tennessee Telephone Company,
Concord Telephone Company, Tellico Telephone Company and Humphreys County Telephone
Company (collectively “the Intervenors”) jointly petitioned to intervene in this matter. |

On February 3, 1998, this matter came to be heard at a properly noticed Directors’
Conference for the purposes of considering the joint intervention petition of the Intervenors and
appointing a pre-hearing officer. The Directors unanimously granted the joint petiﬁon to
intervene, and, at the suggestion of the parties, determined that this matter could be resolved
without the necessity for the appointment of a pre-hearing officer. The parties were instructed to
file initial and reply briefs on the legal issues involved in this matter, and the same were timely
filed in accordance with the Authority’s schedule.> The briefed positions of the parties may be
summarized as follows:

HYPERION:

1. By order of the Authority’s predecessor, the Tennessee Public Service
Commission (the “TPSC”), Hyperion holds a CCN to provide telecommunications services as a
competing telecommunications provider throughout Tennessee, except in those areas served by an
incumbent local exchange telephone company with fewer than 100,000 total access lines in

Tennessee.” The TPSC’s Order, relying upon Tenn. Code Ann. § 65-4-201(d), restricts Hyperion

! On the authority of Tenn. R. Civ. P. 24.04, the Authority’s Executive Secretary provided ‘notice to the
Tennessee Attorney General that the validity of Tenn. Code Ann. 65-4-201(d) was drawn into question in
this matter. The Attorney General did not elect to participate, either by written argument or through oral
argument.

2 By letter dated February 4, 1998, Hyperion waived any rights to enforce the statutory deadline provided
in Tenn. Code Ann. § 65-4-201 requiring the entry of an order no more than sixty (60) days from the filing
of the application for certification of a competing telecommunications service provider.

3 Public Service Commission Order entered in Docket No. 94-00661 on August 24, 1995, p.9, 115, attached
to Hyperion’s Application as Exhibit 1.



from competing against Tennessee Telephone Company in its protected service area.* In so doing,
the TPSC granted to Tennessee Telephone Company a protected monopoly status that
undermines competition in contradiction of the goals of the Act.

2. In In re Silver Star Telephone Company, Inc. Petition for Preemption and

Declaratory Ruling (“Silver Star”),’ the Federal Communications Commission (“FCC”) ruled that
47 U.S.C. § 253(a) “at the very least proscribes State and local legal requirements that prohibit all
but one entity from providing telecommunications services in a particular State or locality.”
Tenn. Code Ann. § 65-4-201(d) is a proscribed state legal requirement when it is applied to
Hyperion for the purpose of prohibiting Hyperion’s access to Tennessee Telephone Company’s

service area.

3. The FCC’s position in In re the Public Utility Commission et. al. Petition for

Declaratory Ruling and/or Preemption of Certain Provisions of the Texas Public Utility

Regulatory Act of 1995 (“the Texas Preemption Decision”)’ confirms the FCC’s stated intention

to preempt state statutes such as Tenn. Code Ann. § 65-4-201(d), if and/or when such statutes are
applied by state agencies to prohibit or have the effect of prohibiting local exchange carriers such
as Hyperion from providing telecommunications services within the state.

4. The Supremacy Clause of Artic1¢ VI of the Constitution of the United States

provides Congress with the power to preempt state law. Among other times, preemption may

4 The TPSC’s Order did not restrict Hyperion from seeking the voluntary cooperation eof Tennessee
Telephone Company in opening its service area to cooperation, nor did it purport to limit Hyperion’s entry
into that service area upon any other action of Tennessee Telephone Company as provided in Tenn. Code
Ann. § 65-4-201(d).

5 Memorandum Opinion and Order, FCC 97-336, CCB Pol 97-1 (September 24, 1996) (attached to
Hyperion’s Application as Exhibit 3).

6Id. at Y 38.

7 Memorandum Opinion and Order, FCC 97-346, CCB Pol 96-13, 96-14, 96-16, and 96-19 (October 1,
1997). This is a combined case involving the petitions of numerous parties.
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occur when Congress, in enacting a federal statute, expresses a clear intent to preempt state law,
or when there is an actual or outright conflict between federal and state law. Preemption may
result not only from action taken by Congress itself, but also from a federal agency acting within
the scope of its congressionally delegated authority.

5. Tenn. Code Ann. § 65-4-201(d) has been preempted by Congress’ enactment of 47
U.S.C. § 253(a) and by the FCC’s action in Silver Star and the Texas Preemption Decision.

6. Under 47 U.S.C. §§ 251(a) and 251(b), “both Hyperion and Tennessee Telephone
 Company have the obligation to provide each other with interconnection, resale, number
portability, dialing parity, and access to rights-of-way.”® Hyperion séeks to enforce its rights
under those sections of the Act and to “offer its own services over its own facilities.””

7. 47 U.S.C. § 251(c) imposes additional obligations on incumbent local exchange
carriers; however, Hyperion does not seek to enforce such additional obligations on Tennessee
Telephone Company at this time. Specifically, Hyperion does not seek interconnection under 47
U.S.C. § 251(c)(2), unbundled access to network elements under 47 U.S.C. § 251(c)(3), resale of
retail services at wholesale rates under 47 U.S.C. § 251(c)(4) or collocation under 47 U.S.C. §
251(c)(6).

8. 47 U.S.C. § 253(b) provides limited protection for certain state requirements;
however, any such requirements must be competitively neutral and consistent with 47 U.S.C. §
254, and necessary to preserve and advance universal service, to protect public safety and welfare,
to ensure continued quality of telecommunication services and to safeguard the rights of
consumers. The FCC has determined that the requirements of Section 253(b) were not met in

Silver Star and the Texas Preemption Decision, and the conclusion must be the same in this case

® Hyperion’s Application, p.9.
9 Ld.



because the incumbent protection provisions already preempted by the FCC are virtually identical
to Tenn. Code Ann. § 65-4-201(d). |

9. By allowing Hyperion into Tennessee Telephone Company’s service area, the
goals of the Tennessee legislature will be furthered and the public will be generally benefited by
increased competition, access to new technologies, increased efficiencies and cost savings.

THE INTERVENORS:

1. The Authority is a state regulatory agency charged with enforcing the laws of
Tennessee, including Tenn. Code Ann. § 65-4-201(d). If the Authority applies Tenn. Code Ann.
§ 65-4-201(d) to the case at hand, Hyperion’s application must be denied.

2. The Authority may not determine whether Tenn. Code Ann. § 65-4-201(d) has
been preempted by federal law because an administrative agency does not have the power to
declare a statute void or otherwise unenforceable. Moreover, administrative agencies have
considefable factual and technical expertise within their fields, but they are not designed to engage
in rigorous analysis of complex legal issues like preemption.

3. Hyperion’s application constitutes a facial constitutional challenge to the

Tennessee statute, and Richardson v. Tennessee Board of Dentistry, 913 S.W.2d 446, 454 (Tenn.

1995) held that “[t]he facial constitutionality of a statute may not be determined by an
administrative tribunal in an administrative pr;)ceeding.”

4. The Authority is not bound by the FCC’s decision in Silver Star. In that
proceeding, the FCC was presented only with the question of whether a Wyoming statute violates
subsections (a) or (b) of 47 U.S.C. § 253. It did not consider whether Tenn. Code Ann. § 65-4-
201(d) violates subsections (a) or (b) of 47 U.S.C. § 253. Moreover, as two (2) petitions for

reconsideration are still pending in the Silver Star case, the FCC’s decision is not a final ruling.



5. 47 U.S.C. § 253(d) envisions that preemption determinations should be made on a
case by case basis by the FCC, after notice and an opportunity for public comment can be had.
The FCC has not yet reviewed Tennessee’s statute, and no notice and hearing have been had at
the FCC level on the enforceability of Tennessee’s statute.

6. The Act does not contain an express provision that mandates preemption of Tenn.
Code Ann. § 65-4-201(d). The sections of the federal law cited by Hyperion and relied upon by
the FCC in Silver Star do not require the preemption of state laws limiting competitive access to
rural markets served by small incumbent local exchange telephone companies.

7. Hyperion claims it does not presently seek interconnection with Tennessee
Telephone Company under 47 U.S.C. § 251(c); however, Hyperion has made inconsistent
statements in this regard to Tennessee Telephone Company. Thus, the Authority should not
permit Hyperion to seek interconnection pursuant to 47 U.S.C. § 251(c). If the Authority decides
to grant Hyperion’s application, and should later be faced with a request for interconnection
pursuant to 47 U.S.C. § 251(c), then the Authority should refuse to terminate Tennessee

Telephone Company’s rural carrier exemption provided for by 47 U.S.C. § 251(f)(1).



ACTION BY THE AUTHORITY"®

This matter came next to be heard on March 10, 1998, at a regularly scheduled Directors’
Conference. Without oral argument of the parties, but after review of the record, the Authority
unanimously agreed that Richardson v. Tennessee Board of Dentistry, 913 S.W.2d 446 (Tenn.
1995) did not preclude the Authority from deciding the issues in this matter, as the Authority
considered Hyperion’s Application to be an “as applied” challenge to the constitutionality of
Tenn. Code Ann. § 65-4-201(d), rather than a challenge to the facial constitutionality of said
statute.

On the preemption issue, the Authority voted 2-1 in favor of denying Hyperion’s
Application.'" As a preface to acting on Hyperion’s Application, Director Malone, expressing the

majority view, stated:

19 The statutes at issue in this matter provide in part as follows:

Tenn. Code. Ann. § 65-4-201(d):

“Subsection (c) is not applicable to areas served by an incumbent local exchange telephone company with
fewer than 100,000 total access lines in this state unless such company voluntarily enters into an interconnection
agreement with a competing telecommunications service provider or unless such incumbent local exchange
telephone company applies for a certificate to provide telecommunications services in an area outside its service
area existing on the June 6, 1995.”

47US.C. §253:

“(a) IN GENERAL. - No State or local statute or regulation, or other State or local legal requirement,
may prohibit or have the effect of prohibiting the ability of any entity to provide any interstate or intrastate
telecommunications service.

(b) STATE REGULATORY AUTHORITY. - Nothing in this section shall affect the ability of a State to
impose, on a competitively neutral basis and consistent with section 254, requirements necessary to preserve and
advance universal service, protect the public safety and welfare, ensure the continued quality of
telecommunications services, and safeguard the rights of consumers.”

! Chairman Lynn Greer disagreed with the majority’s position, stating:

As I see it, we have a direct conflict between a federal law and one of our state statutes,
and federal law must prevail. I believe the federal Act obviously preempts our state statute
Tenn. Code Ann. § 65-4-201(d), pursuant to the Supremacy Clause of Article VI of the
United States Constitution. . . . I believe that upholding the Tennessee statute in this case
would undermine competition and therefore contradict the goals of the




Tenn. Code Ann. § 65-4-201(d) is currently the law in the state of
Tennessee as both parties have acknowledged. Recognizing this fact, I am not
sitting as a policymaker on this piece of legislation. Whether I support the
enactment of Section 65-4-201(d) is irrelevant. As noted by the court in Hamblen
Cty Educ. Ass’n v. The Hamblen Cty Brd of Education, 892 S.W.2d 428, 432
(Tenn. App. 1994), “[i]t is not for the courts to question the wisdom of legislative
enactments. We ‘must take statutes as we find them.”” Therefore, as a Director of
the TRA, it is not my place to question the wisdom of the general assembly.

Transcript of March 10, 1998, Directors’ Conference, p. 9. Acting upon the Application, the
majority then opined that the plain language of Section 253(a) of the Act appears to preempt
Tenn. Code Ann. § 65-4-201(d). Still, as the FCC noted in the Texas Preemption Decision, if a
challenged law or regulation satisfies the requirements of Section 253(b) of the Act, Section
253(a) does not act to preempt it. In other words, according to the FCC, Section 253(b) operates
as a limitation upon any preemptive challenge launched by Section 253(a). Therefore, in the
opinion of the majority, prior to concluding that § 65-4-201(d) is preempted by Section 253(a), it
is imperative that the application of Section 253(b) be evaluated.

The Authority concluded that Tenn. Code Ann. § 65-4-201(d) is essential to preserving
universal service within Tennessee, protects the public safety and welfare, ensures the continued
quality of telecommunications services and safeguards the rights of consumers. The Authority so
concluded on the basis that many of the small, independent local exchange companies and
telephone cooperaﬁves in Tennessee serve small areas with relatively few customers, and,
typically, such small serving areas include a few large business customers whose revenues support

the provision of affordable service to the companies’ residential customers. If a competitor were

Telecommunications Act. . . . Obviously the Tennessee General Assembly felt very
strongly about its position in this matter, and I have great respect for its opinion.
However, I do believe that the federal statute is unambiguous and must prevail.

Transcript of March 10, 1998, Directors’ Conference, pp. 7-8.



to begin serving the large business customers of the incumbent, a significant amount of universal
service support could be lost, with residential and small business rates having to suffer an increase
in order to make up for possible lost revenue. The Authority further concluded that such rate
increases could jeopardize universal service within Tennessee.

Regarding the importance of preserving universal service, it is the position of the

Authority that:

In the preamble to the Tennessee Telecommunications Act of 1995,? the
Tennessee General Assembly stated that ‘It is in the public interest of Tennessee
consumers to permit competition in the telecommunications services market.’
Further the Assembly stated that ‘Universally affordable basic telephone service
should be preserved.” Thus, the purpose of the Act is two-fold: to foster the
development of competition, and to preserve universal service. Among other
things, Section 65-4-201(d) ensures that for a period of time universal service is
not disrupted while permanent universal service mechanisms are considered in the
more rural areas of the state. The general assembly concluded that prematurely
opening up the more rural areas of the state to competition without some transition
period could result in untold consequences that may have substantial harmful
effects on universal service in said areas.’

In order to ensure that rural consumers receive both the benefits of the
development of an efficient technologically advanced statewide system of
telecommunications and universal service during the introductory stages of
competition in this previously monopolistic market, the General Assembly passed

Section 65-4-201(d). Thus, Section 65-4-201(d) is, . . . as Section 253(b)
requires, consistent with both state and federal universal service goals and
objectives. In fact, . . . today, absent 65-4-201(d), the universal service objectives

in Tennessee would not be advanced in rural areas and the goals of federal
universal service may be irreparably undermined.

Transcript of March 10, 1998, Directors’ Conference, pp. 10-11.
The requirement of competitive neutrality under Section 253(b) of the Federal Act was
recognized as a more difficult inquiry. On that issue, the Authority found that Tenn. Code Ann.

§ 65-4-201(d) is competitively neutral because its restriction on entry into the service areas of

121995 Tenn. Pub. Acts 408.
** Director Sara Kyle stated, for the record, her belief that the Tennessee legislature’s policy was sound in
promulgating Tenn. Code Ann. § 65-4-201(d).



small local exchange companies applies to all telecommunications service providers within the
State. No provider is given a competitive advantage over any other in the areas served outside of
the small local exchange companies’ service territories. Also, Tenn. Code Ann. § 65-4-201(d)
allows equal entry by all telecommunications service providers into the territories of a small local
exchange company in the event that such small local exchange company seeks and is granted the
authority to compete outside of its authorized service area.

Moreover, given the legislature’s rationale for enacting § 65-4-201(d), the language of
Section 253(b) as a whole, Section 65-4-201(d)’s pronouncement that any such protected
incumbent forfeits its protection if it seeks to compete outside of its area, and the requirement that
the general assembly review this statute every two years', this statute may be held competitively
neutral. In fact, with respect to all competitors, large or small, § 65-4-201(d) may be viewed as
being unwaveringly competitively neutral.

If Section 253(b) is interpreted too narrowly, Section 253(b) may be read out of the
statute, which is clearly not what Congress intended. To be sure, the Authority fully recognizes
and respects the possibility that the FCC’s application of Section 253(a) in circumstances similar
to those presented in this matter may eventually become the law of the land. Conversely,

however, it remains plausible that the FCC’s interpretation, to the extent that it demands a

different result than that adopted by the majority herein, may be in error. See cf,, Iowa Utilities

Board v. FCC, et al., 120 F.3d 753 (8th Cir. 1997) (“[W]e conclude that the Act plainly grants the

state commissions, not the FCC, the authority to determine the rates involved in the
implementation of the local competition provisions of the Act.”). At this early stage of the

development of the interpretation of Section 253(a), however, the Authority has determined that

14 See Tenn. Code Ann. § 65-5-211.
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it would be premature to capitulate at this point, especially in light of the intent of the Tennessee
General Assembly in enacting Tenn. Code Ann. § 65-4-201(d), and in protecting universal service
in Tennessee. It may take some time for the FCC and perhaps the courts to hone the
interpretation of Section 253 of the Act.

It is the opinion of the majority that Sections 253(a) and (b) of the Act must be read
together, and when done so, there is little doubt that Congress intended that states retain the
authority to preserve, protect, and promote universal service. Tenn. Code Ann. § 65-4-201(d)
satisfies the requirements of Section 253(b) of the Act" and, therefore, Section 253(b) operates
as a limitation upon Hyperion’s preemptive challenge under Section 253(a) of the Act.

For the foregoing reasons, the Authority denies Hyperion’s application pursuant to

Section 253(b) of the Act.

IT IS THEREFORE ORDERED THAT:
1. Hyperion’s Application for a Certificate of Public Convenience and Necessity to

extend its territorial area of operations to include the areas currently served by Tennessee
Telephone Company is hereby denied;
2. Any Party aggrieved by the Authority’s decision in this matter may file a Petition

for Reconsideration with the Authority within ten (10) days of the date of this Order; and

1% Codified as 47 U.S.C. § 253(b).
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3. Any party aggrieved by the Authority’s decision in this matter has the right of
judicial review by filing a Petition For Review in the Tennessee Court of Appeals, Middle District,

within sixty (60) days of the date of this Order.
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